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Department of Agriculture

| ntroduction

The Department of Agriculture is respongble for regulating, promoting, and supporting
agriculturd activities throughout Colorado. The Department performs services including
policy formulation, data collection, program inspection, consumer information, and
regulation of the State's agriculturd industries. In addition, it manages the State Fair,
whose audit isdiscussed in asegparate report. The Department of Agricultureincludesthe
following divisons

» Commissionear's Office and Administrative Services
Agriculturd Services Divison

Agriculturd Markets Divison

Brand Board

Special Purpose

Colorado State Fair

Soil Conservation Board

The Department of Agriculture was appropriated $30 million and 294 full-time equivaent
deff (FTE) for Fiscal Y ear 2001. Approximeately 34 percent of thefunding isfrom generd
funds, 63 percent is from cash funds, and 3 percent is from federa funds.

Department of Agriculture
Fiscal Year 2001 Appropriations

by Division
(In Millions)
Brand Board Agricultural
$3.0 Services
Other $10.8
$3.4

Commissioner's
Office
$4.8

Colorado State
Fair
$8.0

Sour ce: Joint Budget Committee Fiscal Y ear 2002 Appropriations Report.
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Ensure Review of Payroll |nformation

In Fisca Year 2000 we recommended that the Department improve its review of
employee personnd files and verify that withholding documentation is accurate and
complete. The Department said it would require withholding information to be completed
properly and to follow up on uncompleted forms. However, we found thet this has not
been done.

During our Fiscd Year 2001 audit, we reviewed asample of 25 personnel filesand found
the following continuing problems with incomplete or missing information.

* Threeinganceswherethe marital statusand/or the number of persond alowances
to be taken on the W-4 (tax withholding) form did not agree with the information
on the Colorado Payroll Personne System. In two ingtances too much tax was
being withheld and in another instance not enough tax was being withheld.

* Three W-4swere not properly completed. The maritd status and/or the number
of alowances were not completed for these three W-4s. However, the
Depatment entered tax withholding information into the Colorado Payroll
Personnel System for these W-4s.

These W-4s were completed prior to Caendar Year 1999. The Department is not
adequately reviewing information contained in employee personnd files. This could
adversdy affect employeesand/or the Department. If taxesarewithheld at adifferent rate
than indicated on the W-4, the employee may be paid the incorrect amount and may
unexpectedly owe taxes.

Recommendation No. 1:

The Department of Agriculture should complete areview of employee personnd filesand
reconfirm that withholding documentation is accurate and complete.

Department of Agriculture Response:
Agree. The Department of Agriculture Payroll office sent new W-4 forms to

every employee to be properly updated, completed, and returned to the payrall
office. New W-4 information was reviewed and entered into the Payroll
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Personnel System. New W-4s were filed into each employegs personnd file in
the Human Resources office.

Implemented December 2001.
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Department of Corrections

| ntroduction

The Department of Corrections manages the State's adult correctiond facilities and the
adult parole system. The Department al so operates the Prison Canteensand the Division
of Correctiond Industries. The Canteens provide various persond itemsfor purchase by
inmates, including toiletries, snack foods, and phone services. Correctiona Industries
operates furniture manufacturing facilities, computer manufacturing facilities, a lesther
products shop, a meta fabrication shop, a print shop, various farming and ranching
fadlities, Colorado Stateforms production and distribution facilities, an automotive service
dation, and the State' s license plate manufacturing facility. It aso manages the State's

surplus property.

The Department’s Fisca Y ear 2001 operating budget was approximately $482 million
with 5,120 full-time equivdent gaff (FTE). Adminigrative officesfor the Department are
located in Cafion City and Colorado Springs. Correctiona facilitiesarelocated throughout
the State and include Buena Vigta, Cafion City, Denver, Pueblo, Limon, Ordway, Delta,
Rifle, Golden, and Sterling.

The following comment was prepared by the public accounting firm of BKD, LLP, who
performed audit work at the Department of Corrections.

| mprove Communication of Employee
Status Changes Between Department
Supervisors and the Payroll Department

During Fiscal Y ear 2001 the Department issued 66,208 paychecks for atota payroll of
$239,087,980. As pat of that total, 225 manua checks were issued in the amount of
$343,147. Because of its large number of employees and associated payroll, the
Department's payroll process is highly automated. Therefore, the communication of
employee satus changes from decentralized department supervisorsisacritica factor in
the centrdized Payroll Department's ability to operate efficiently and effectively.
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Depatment policy dates that the department supervisors must notify the Payroll
Depatment of employee status changes, such as a leave of absence, termination, or
reingdatement, in a timely manner. The policy dlows the Payroll Department to make
changes to the employe€'s payroll records in the automated system to ensure that the
employee is properly paid or not paid. If the Payroll Department is not notified of an
employee atus change, the employee could incorrectly receive apaycheck or the Payroll
Department may have to issue the employee a manua check.

During our review of the Department's payroll procedures, we tested 28 individua
paychecks, of which 3 were manual checks. For one paycheck selected for testing, we
noted that the employee voluntarily terminated employment in November 2000, but the
Payroll Department was not notified of the status change until December 2000. As a
result, the employee wasissued a manua check for $3,273 in December. Theemployee
subsequently returned the amount to the Department in March 2001.

The Department aso prepares amonthly employee paycheck variance andyss as part of
itsinternd controlsrelated to payroll. The purpose of the analyssisto investigate changes
inemployee paycheck amounts from one month to the next and to detail the amount of the
change and the reason for the variance. Use of the analysis alows the Department to
identify errors in payroll processng and to test the reasonableness of monthly payroll

expense.

As pat of our testing, we sdlected 39 variances from February to March 2001 and
reviewed the explanation of the variance for reasonableness. For one variance selected
for testing, we noted the employee returned from medica leave in early March 2001, but
the Payroll Department was not notified of the status change until after the March 2001
automated payroll was processed late in the month. Asaresult, theemployeewasissued
amanud check for the amount of $3,947.

Recommendation No. 2

The Department of Correctionsshould review itspolicy onthecommunication of employee
gtatus changeswith department supervisorsto ensure that the communication iscompleted
in atimey manner.

Department of Corrections Response:

Agree. The Department of Corrections has an Adminigrative Regulaion (AR
1450-08) that provides the policy that Appointing Authoritiesand individuasare
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to comply with for processng voluntary and involuntary terminaions from
employment. The supervisor and Appointing Authority are required to complete
aform for voluntary resgnations and submit it to the Personnel Office. Inthecase
of adismiss, the Appointing Authority istoimmediately notify Human Resources
and Payroll prior to taking action.

Employees that return to work from illness or injury are to be reported by their
supervisor or Appointing Authority to the Human Resources Office or Personnel
Liason. The Depatment provides training to supervisors and Appointing
Authorities regarding Personnd rules and policies. The Department will increase
its training effort with supervisors and Appointing Authorities regarding the
importance of communicating status changes with the Payroll and Human
Resources Offices.
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Department of Health Care Policy
and Financing

| ntr oduction

The Department of Health Care Policy and Financing (HCPF) is the state agency
responsible for developing financing plans and policy for publicly funded hedth care
programs. Theprincipa programsadministered by HCPF includethe Medicaid program,
which provides health services to eigible needy persons, and the Children’ sBasic Hedlth
Plan(CBHP), which furnishes subsidized hedthinsurancefor children 18 yearsor younger
in low-income familiesnot eigiblefor Medicaid. The Medicaid grant isthe largest federd
program administered by the State and is funded gpproximately equdly by federd funds
and gate generd funds. CBHPwasimplemented in Fisca Year 1998, and it servesasthe
State' s verson of the federal Children’s Hedlth Insurance Program. CBHP is funded by
approximately two-thirds federd funds and one-third state funds. 1t is marketed as Child
Hedth Plan Plus, or CHP+. During Fiscal Year 2001 the Department expended in total
about $2.3 hillion and had 172 full-time equivdent (FTE) staff. In Fiscd Year 2000,
HCPF expended $2.09 hillion and had 162 FTE.

The public accounting firm of BKD, LLP, performed the audit work at HCPF as of and
for the fisca year ending June 30, 2001. During its audit, BKD reviewed and tested
HCPF sinterna controlsover financid reporting and federd programs. Alsoincluded was
testing of the compliance with certain state and federa laws and regulations asrequired by
generdly accepted auditing standards, Governmental Auditing Standards, and U.S. Office
of Management and Budget (OMB) Circular A-133.

Reconcile Accounts Receivable

Currently, under the Medicaid program, the Department expends in excess of $1 hillion
each in sate generd funds and in federa funds every year. Each time the Department
records aqudifying expenditurefor Medicaid, the State' saccounting system automatically
records a receivable from the federal government for the appropriate share of federa
meatching funds. In addition, a the end of each fisca year, the Department records an
esimate for Medicaid expendituresincurred but not submitted for payment prior to year-
end. Each dtate agency is responsble for establishing adequate controlsto ensurethat all
account balances reported on the State' s financid system are accurate and complete. In
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terms of accounts receivable balances, agencies are responsible for ensuring that all
receivables are valid and reflect actual amounts owed to and collectible by the State.
Further, agencies must ensure that amounts owed to the State are collected in atimely
manner, and they must monitor year-end accruas to ensure appropriate adjustments are
made for accruals that are over- or underestimated.

In Fisca Year 1996 our audit report included a recommendation to the Department that
the management of accounts receivable needed to be improved. Specificaly, HCPF
needed to complete timely reconciliations of these accounts and automate aspects of the
reconciliation process. Subsequent audit reports noted that the Department had made
some improvementsin managing accounts receivable; however, this recommendation was
not assessed asfully implemented because HCPF had not established timely and complete
reconciliation procedures for its largest receivable—the federd receivable under the
Medicaid program.

In Fiscal Year 2001 we found that the Department had established adequate procedures
to reconcile the federal receivable account for Fiscal Y ears 1999, 2000, and 2001. Inthe
process of performing these reconciliations, the Department concluded that there was
approximately $15.9 million till on the State’' s financid records as part of the federa
receivable under Medicaid that had been recorded prior to Fisca Year 1999 but which
had not been collected. Additiondly, dthough HCPF aff performed analysis of
accounting recordsfrom prior years, they were unableto identify the entries—either actua
expenditures, year-end accruals based on estimates, or some combination—that created
the various amounts giving rise to the $15.9 million. In any case, al amounts comprisng
the $15.9 million are in excess of two yearsold. Therefore, they are not collectible from
the federal government, because they exceed the two-year limit under federd Medicaid
regulations for submitting expenditures and receiving federd matching funds. Asaresult,
the State was required under generdly accepted accounting principles to write off the
$15.9 million overstatement in accounts receivable on the Fisca Year 2001 financid
satements.

The occurrence of such asubgtantia write-off for an amount previoudy reported asavdid
receivable isareflection of the Department’ slack of adequate controlsin prior years. This
instance aso underscores the critical importance of establishing systematic controls over
receivables, including regular monitoring and periodic, routinereconciliation of dl accounts
receivable baances. Thisisespecidly important for theMedicaid program dueto thelarge
volume of expenditures.
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Recommendation No. 3:

The Department of Hedlth Care Policy and Financing should ensureal accountsreceivable
balances are routinely reconciled on a periodic basis to expenditures and collections by
grant period and by individud grant. Further, the Department should review its practices
for determining the validity of federa accounts recelvable, and dl federd receivables not
subsequently collected should be resolved within one year.

Department of Health Care Policy and Financing
Response:

Agree. As noted by the auditors, the Department has aready designed and
implemented adequate accounting procedures to ensure the full recondiliation of
dl accounts receivable baances and is ensuring the validity of the baances
recorded on atimely basis. It is through these procedures that the Department
discovered the$15.9 million error. The Department conducted extensiveresearch
to determine the cause. While the actua cause was never determined, the
Department was able to prove that the balance was recorded in error and did not
represent a true recaivable from the federa government. In addition, the
Department isfully satisfied that the error isat least three yearsold and that it likely
predates the formation of the Department in July of 1994. The Department
believes that the most likely cause of the error is accounting practices that
overdated federd receivables during a time when the federd match rate for the
Medicad programwasdeclining eachfedera fisca year, which beginson October
1 of each cdendar year. The Department has requested that the State
Controller’ s Office adjust the Stat€' s beginning fund balance in State Fisca Y ear
2001 to correct this accounting error.

Auditor's Addendum:

With regard to the Department’ s statement that the $15.9 million was recorded
in error and did not represent a true receivable, it is equally likely that the
amount was originally a valid receivable and was not collected in a timely
manner. Because the Department was unable to identify the specific grant
period(s) and entries related to the $15.9 million, we are unable to determine
whether thisis simply a bookkeeping error or afailureto collect monies owed to
the State.
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Medicaid Funds Expended for
Department of Human Services Programs

In January 2001 the Joint Budget Committee (JBC) reviewed a supplementa budget
request from the Department of Human Services to address Medicaid overexpenditures
totaling approximately $10.6 million in Fiscd Years 2000 and 1999. In the course of
reviewing the request, the BBC became concerned about the management and control of
Medicad fundsthat are used for Department of Human Services programs.  This audit
reviewsthe overexpenditure and the control sthat the Departments of Human Servicesand
Hedth Care Policy and Financing have established to ensure that expenditures are
recorded and reported accurately.

The Department of Human Services (DHS) provides medical and mentd hedth services
to Medicad-digibleindividuds. Someof theservicesprovided andindividualsserved are,
among others:

* Mentd hedth sarvices for the mentdly ill.

* Medicd and hedth-related services for developmentdly disabled individuas.

e Medical and menta hedth services for needy children who are served through
Child Placement Agencies.

The Department of Human Services manages the mental health and medica services
prograns above. The Depatment of Hedth Care Policy and Financing (HCPF)
adminigters the Medicaid program in Colorado. For Human Services programs, the
Department of Health Care Policy and Financing makes Medicaid paymentsto providers
directly, as reimbursement to Human Services for Medicaid-digible expenditures, and as
a pass-through of Medicaid funds through DHS to Colorado counties.

During Fiscd Y ear 2001 the Office of the State Auditor conducted a financid review of
an overexpenditure of Medicaid funds at Human Services. The comments below were
contained in theDepartment of Human Services, Over expenditure of Medicaid Funds
Financial Review, Report No. 1400, dated May 2001. The financia review contains
comments directed at the Departments of Hedth Care Policy and Financing and Human
Services, most of the comments are joint recommendations. The Department of Hedlth
Care Policy and Financing is the state agency that administers the Medicaid program.
Therefore, for the purpose of thisreport, dl Sx commentsarelisted collectively withinthis
chapter located on the next ten pages.
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Responsibilities Need to Be Clarified

During our review it became gpparent that thereislittle accountability for expenditures of
Medicad funds related to mental hedth services and headth-related services for, among
others, developmentdly disabled individuas and childrenin foster homes. Wefound little
evidence that accounts had been reviewed, amounts reconciled, and expenditure trends
evauated. For example:

C Because Department of Human Servicesstaff did not adequately review Medicaid
expenditures, saff did not determine until November 2000 that over $3 million of
Fisca Year 1999 Medicaid activity was coded againgt the Fisca Year 2000
appropriation.  This contributed to the $10.6 million overexpenditure. The
Departments, therefore, did not adhere to State Fiscal Rules requiring them to
identify the overexpenditure timely and notify the State Controller’ s Office of the
overexpenditure.

C Hedth Care Pdlicy and Financing staff do not routingly review activity posted to
their Medicaid transfer appropriation. Staff indicate they are only recording
expenditures resulting from Human Services program activity, so they do not have
the knowledge to determine if transactions posted to the appropriation are

appropriate.

Currently the Department of Hedlth Care Policy and Financing paysthebills, ensuring that
expendituresare proper and eigiblefor federa Medicad reimbursement. The Department
of Human Services seesitsrole asadminigtering various Medicaid-funded programs, such
as menta hedlth capitation and services for developmentdly disabled individuas. It is
evident that naither Department has assumed respongbility for managing and controlling
costs for Medicaid-funded programs. Neither Department has reviewed expenditure
trends or analyzed data to identify coding problems or possible overexpenditures. The
$10.6 million overexpenditure resulted in part from this lack of accountability.

Lack of accountability is of grest concern. The State spent over $466 million in generd,
federa Medicaid, and cash fundson these programsin Fiscal Y ear 2000. The State needs
accurate information on expenditures in order to forecast budgets, develop rates, and
control cogts. Also, statutes clearly state that agencies are not to expend funds without
legd authorization and outline specific Sepsto be taken to obtain gpproval from the State
Controller and Governor for such expenditures. We believe that the Departments must
work together to ensurethat expendituresfor Human Services M edicaid-funded programs
areappropriately managed and that thetwo Departmentsarein compliancewith budgetary
and datutory requirements.
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Recommendation No. 4:

The Department of Human Services and the Department of Hedth Care Policy and
Financing should work together to assign responsibilities for overdl cost control over
Medicad funding for Department of Human Services programs.

Department of Human Services Response:

Agree. The Colorado Department of Human Services recognizes and concurs
with the need for increased accountability over Medicaid funding for programs
administered by the Department. On April 24, 2001, the two Departments met
to begin the process of asdgning duties and responghbilities to achieve
accountability. We anticipate an implementation date of December 31, 2001.

Department of Health Care Policy and Financing
Response:

Agree. The Department of Hedlth Care Policy and Financing isfirmly committed
to working with the Department of Human Services to ensure that al
respongbilities for Medicaid-funded programs are clearly and completely
delineated between the two departments. On February 1, 2001, in an email from
the Department of Health Care Policy and Financing' s Acting Executive Director,
the Department of Health Care Policy and Financing asserted itsintention to build
quarterly reconciliation and monitoring protocol s, and to build and implement fiscal
closeout procedures. Thenew Long Bill format for Fiscd Y ear 2002 should assist
usinthiseffort. We plan to have an implementation date of December 31, 2001.

Recommendation No. 5:

The Department of Human Services and the Department of Hedth Care Policy and
Fnancing should follow State Fisca Rules and statutes concerning expenditures by
operating within their fixed budgetswhen possible, and identifying and requesting approva
for al unavoidable overexpendituresin atimely manner.
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Department of Human Services Response:

Agree. DHSwill follow State Fiscal Rules and statutes concerning expenditures
by operating within fixed budgets, when possible, considering the nature of the
entittement program, and requesting approva for unavoidable overexpenditures
in atimey manner. This process will occur in tandem with the Department of
Hedth Cae Policy and Financing's andyds of information relevant to
expenditures, projections, and budget supplemental requests. This
recommendation will be implemented for the close of State Fiscal Year 2001 at
June 30, 2001, by August 6, 2001.

Department of Health Care Policy and Financing
Response:

Agree. The Department of Hedth Care Policy and Financing will ensure that it
complies with State Fiscal Rules and report any overexpenditure to the State
Controller in atimely manner. This recommendation will be implemented for the
close of State Fiscal Year 2001 at June 30, 2001, by August 6, 2001.

Coordination and Communication Need to
Be Improved

We found that there is a lack of coordination and communication between the two
Departmentswith respect to the management of Medicaid fundsfor Department of Human
Services programs.  Specificdly, staff are not coordinating efforts or communicating
essentid information rel ated to expenditures charged to the gppropriation to ensure that the
Medicaid expenditures are appropriate. Asaresult, problemsexist. Two examples are
summarized below:

Mental Health Capitation Fee-for-Service Costs

The Department of Health Care Policy and Financing staff did not consistently record
expendituresfor menta hedlth services provided on afee-for-servicebass. Wefound that
gaff charged about $2.6 million in estimated fee-for-service expendituresto the Medicaid
capitation organizationa code within the Medicaid transfer gppropriation in July 2000.
However, Fisca Y ear 1999 fee-for-service expenditureswere charged to the Department
of Hedlth Care Policy and Financing and were never transferred to Human Services. In
addition, the Fisca Year 2000 fee-for-service expenditures were charged to Human
Sarvicesin one lump sum a the end of the fiscd year. The Department of Hedlth Care
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Policy and Financing staff indicated that they were unable to determine the amount of the
coststhat should betransferred to Human Servicesfor Fiscd Y ear 1999 dueto the change
in Medicaid fiscal agents and the implementation of the new Medicad Management
Information System (MMIS) in December 1998. We also noted that because of atota
breakdown in communication between and within the departments, Human Services
program and accounting staff were not notified of the Fiscal Year 2000 fee-for-service
charge. Human Services staff indicated that they did not budget for these costs because
Hedth Care Policy and Financing staff had not charged the costs to the appropriation in
the past. In part as a result of these cogts, the mental health capitation portion of the
appropriation was overexpended.

Accounts Payable Accrual

OncetheFiscd Y ear 1999 accounts payable accrua for the Medicaid cash exempt funds
was exhausted, Hedth Care Policy and Financing staff changed the interface between the
Medicaid Management Information System (MMIS) and COFRS (the State’ saccounting
system) to shift $3.2 million of remaining Fiscal Y ear 1999 expenditurestothe Fiscal Y ear
2000 gppropriation. Hedth Care Policy and Financing staff did not differentiate these
expenditures in COFRS from other Fiscal Y ear 2000 expenditures so that they could be
properly reclassified as prior year activity.

Properly differentiating expenditures is important for both budgeting and rate-setting
purposes.  Erroneous baseline data will result in forecasting errors and may result in
subsequent year overexpenditures. Asnoted, the$3.2 million of Fiscal Y ear 1999 activity
coded to Fiscal Y ear 2000 resulted in aFiscal Year 2000 overexpenditure. In addition,
generaly accepted accounting principles require expenditures to be coded to the year in
which they were incurred. We noted that, again, due to a breakdown in communication
between and within the departments, Human Services program and accounting staff were
not notified of the switch to add prior year expenditures to the Fisca Year 2000
appropriation.

Hedth Care Policy and Financing staff indicated that, beginningin Fisca Y ear 2001, they
have implemented account coding changes so prior year activity charged to the current
year gppropriation is differentiated from current year activity. However, staff from both
Departments indicate that they have not established policies for charging cods to the
Medicaid transfer gppropriation or agreed on procedures to be followed when accounts
payable accruas are exhausted and prior year activity remains. The two Departments
need to work together to establish protocols such as indtituting quarterly transfers of
expenditures and documenting policies and procedures for charging expenditures so that
problems can be avoided in the future.



Report of The Colorado State Auditor 43

Recommendation No. 6:

The Department of Human Services and the Department of Hedth Care Policy and
Financing should work together to improve coordination and communication relating to
expendituresfor Department of Human Services M edicaid-funded programsto ensurethat
expenditures are gppropriately and consstently charged and that expenditures are
transferred timely. This should include establishing and documenting policies and
procedures for charging Medicaid expenditures for Department of Human Services
programs.

Department of Human Services Response:

Agree. 1t is recognized that development and documentation of policies and
procedures for charging Medicad expenditures for Department of Human
Services programs will assist in the coordination and communicetion relating to
expenditures for Medicaid-funded programs within DHS. DHS will cooperate
with DHCPF to ensure formal  communication occurs regularly, timely, and
accurately to the gppropriate Department personnd. DHS will initiate this
recommendation in Fisca Year 2002, with outlines available by December 31,
2001.

Department of Health Care Policy and Financing
Response:

Agree. Wewill fully cooperate with DHS staff to ensure thet al expenditures are
properly charged in a manner that dlows them to monitor the cost of ther
programs. We have dways informaly notified Human Services s&ff of the datus
of their payable accounts, wewill ensurethat al interaction isformal and inwriting
in the future. We will aso work with DHS saff to ensure they have the tools that
they need to perform detalled monitoring of expenditures and activity.
Implementation of this recommendation is scheduled for December 31, 2001.
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Comprehensive Reconciliation and Review
Procedures Are Needed

We found that neither the Department of Human Services nor the Department of Hedlth
Care Policy and Financing is performing critica reconciliations. For example, we found
that Human Services Hedlth and Rehabiilitation staff do not reconcile dl amounts charged
to the Hedth Care Policy and Financing capitation organizational code to supporting
documentationto determine that expenditures are gppropriate or to anticipate and identify
overexpenditures. While Hedlth and Rehabilitation staff reconcile Medicaid Management
Information System (MMIS) and COFRS information for Mental Health Assessment and
Service Agency (MHASA) payments on amonthly basis, no one reconciles other activity
posted to the capitation organizationa code to supporting documentation. We aso found
that mental hedlth inditute saff did not anadyze about $250,000 of the overexpenditure
attributed to their program.

Thislack of review isproblematic in part because errors may not be detected or detected
timdy. Wefound severa coding errorsthat were not detected timely by staff within either

department. Specificaly:

C Nearly $116,000 in provider payments were erroneoudly charged to the mentd
hedlth ingtitute organizationa code by the Department of Health Care Policy and
Financingin Fiscd Y ear 2000. About $30,000 of the payments was attributed to
Fiscal Y ear 1999 activity. Department of Human Servicesstaff did not identify the
error until January 2001 when they were andyzing the overexpenditure. No entry
was madeto reclassify the expendituresto the proper organizational code because
neither department reviewed the provider payments to determine where they
should have been charged.

C Hedth Care Policy and Financing staff erroneoudy charged al menta hedth
inditute Medicaid activity to anontransfer gppropriation during thefirst sx months
of Fiscd Year 2000. They did not identify the error and correct the problem until
January 2000. Human Services staff did not redize this error had occurred until
they were reviewing Fisca Y ear 2000 activity in January 2001.

C The $2.6 million in estimated fee-for-service costs charged to the transfer
appropriation for Fiscal Year 2000 was $690,000, or 36 percent, higher than
actual fee-for-service codts, duein part to aHea th Care Policy and Financing staff
compilationerror. Staff determined only after receiving aninquiry from DHS staff
in January 2001 that an error existed in the methodology used for the caculation.
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We dso found that Human Services g&ff did not determine until theend of Caendar Y ear
2000 that they did not make appropriate expenditure and accounts payable estimates at
the end of Fiscal Y ear 1999 for al Medicaid-funded programs, or provide theinformation
to Hedth Care Policy and Financing staff. Prior to Fiscal Y ear 2001, Hedlth Care Policy
and Financing staff coded al Human Services Medicaid expenditures to one accounts
payable account. As aresult, Medicaid payments made in Fisca Year 2000 for Fiscd
Year 1999 activity for some Human Services programs were coded against accounts
payable accruds established for other programs. This caused some programs to appear
to be overexpended for Fisca Y ear 2000 when they may not have been.

When analyzing information related to the overexpenditure, Human Services staff dso
found additiona errors within the following program areas that had not been identified
previoudy:

Child Welfare/Child Placement Agencies

The $2.5 million overexpenditure attributed to Child Welfare/Child Placement Agencies
was due to two Human Services staff errors concerning the Child Placement Agency
transfer program. Although this program is intended to have no Generd Fund impact,
sinceit only involves atransfer of generd funds, the two errors resultedin a$1.26 million
Genera Fund overexpenditure for the program.

County Administration

Thefederd portion of the County Administration shareof theappropriation wasoverstated
by $994,360 dueto abooking error made by Health Care Policy and Financing staff. The
error occurred when staff were booking General Fund transfers from Human Servicesto
Hedlth Care Policy and Financing at the end of the fiscd year, as authorized by statute.
Due to an offsetting $17,393 County Adminigtration overexpenditure, the net
underexpenditure equaled $976,967.

Children, Youth, and Families

The $101,000 overexpenditure of the Children, Youth, and Families portion of the
appropriationwasdueto House Bill 99-1116 expendituresthat were erroneoudy charged
to the Medicaid transfer gppropriation. This bill established aprogram to provide menta
hedlth servicesfor children who are not categoricaly igiblefor Medicaid. Prior to Fiscd
Year 2002 no amount was included in the Medicaid transfer appropriation for this

program.
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The Departments Need to Monitor Expenditures
and Establish Procedures Over Medicaid
Appropriations

Thelack of review over Medicaid expendituresfor Human Services programsistroubling
for severa reasons. First, Medicaid expenditure errors have serious budget implications
for the State due to TABOR limits because Medicaid has a great impact on the demand
for generd funds. Specificaly, the Medicaid program requires a50 percent General Fund
meatch.

In addition, the State lacks accurate information for rate-setting in the mental hedlth
managed care program. Since the Department of Human Services does not have a
comprehensve review process over the expenditures charged to the mental health
capitation system, it cannot be sure that rates are appropriate.

Fndly, Department of Human Servicesstaff lack necessary informationto determinewhich
programs are overexpending their portion of the gppropriation. Thisisimportant because
while some of the programs are entitlement programs and, therefore, may under- or
overexpend their appropriation, other programs are expected to fully operate within their
budgets.

Itis, therefore, essentid for both Departmentsto implement stronger controls. Thisshould
include establishing ongoing, comprehensive reconciliation processes between the two
Departments and within the Department of Human Services programs. This will assst
department staff with identifying errors and potential overexpenditures. Department of
Human Services gaff should dso implement an andytica review process over Medicaid
cash exempt expenditures so that they can identify areas where costs may be contained.
Fndly, Human Services staff must dso ensure that, in future years, they appropriately
esimate and accrue accounts payable as required by State Fiscal Rules and generaly
accepted accounting principles.

By making these improvements, the Departments can help ensure that Medicad
expendituresfor Human Servicesprogramsare gppropriate, Human Serviceshasaccurate
information for budgetary and planning purposes, and the State’s financia statements
appropriatdly reflect the amount and nature of financia transactions and baances.
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Recommendation No. 7:

The Department of Human Services and the Department of Hedth Care Policy and
Fnancing should inditute a forma, quarterly process for reviewing and reconciling
Medicad expenditures for Department of Human Services programs recorded at the
Depatment of Hedlth Care Policy and Financing. This reconciliation should be
documented and approved by the Departments' controllers.

Department of Human Services Response:

Agree. DHS will inditute a quarterly reconciliation process that will be
documented and approved by the Departments’ controllers. Implementation of this
recommendation is scheduled for close of period 6 of State Fiscal Y ear 2002 at
December 31, 2001, and the reconciliation processwill be completed by January
31, 2002.

Department of Health Care Policy and Financing
Response:

Agree. The Department of Hedlth Care Policy and Financing isfirmly committed
to working with the Department of Human Servicesto ensurethat formd quarterly
review and reconciliation of DHS Medicaid expenditures occurs and is properly
gpproved. Implementation of this recommendation is scheduled for close of
period 6 of State Fiscal Y ear 2002 at December 31, 2001, and the reconciliation
process will be completed by January 31, 2002.

Recommendation No. 8:
The Department of Human Services should improveits management of Medicaid fundsby:
a. Egablishing monthly reconciliation processes to be followed by management and
gaff within Medicaid-funded programs and communicating problems timely to
Department of Hedlth Care Policy and Financing staff.

b. Implementing an andytica review process over Medicaid activity so that possible
areas for cost containment are identified.



State of Colorado Statewide Single Audit - Fiscal Y ear Ended June 30, 2001

Department of Human Services Response:

Agree. Thereconciliation and review processwill occur on amonthly basis. The
processes for accomplishing this task are anticipated to begin during Fiscd Year
2002 and to be established on aregular basis second quarter Fiscal Year 2002
close. The reconciliation process will include andyticd review, which will assst
inthemitigation of unforeseen overexpenditure. Implementation date: January 31,
2002.

Recommendation No. 9:

The Department of Human Servicesshould follow generally accepted accounting principles
related to accounts payable by:

a. Cdculating appropriate year-end estimates for remaining Medicaid-funded
program activity for al department programs and communicating thisinformation
to the Department of Hedlth Care Policy and Financing.

b. Reviewing expenditures charged to accounts payable after year-end to determine
that expenditures are charged to the appropriate fisca year.

Department of Human Services Response:

Agree. The 1999 fisca year-end accounts payable accrua did not contain an
esimate for the Mental Health Capitation program. DHS will implement internd
controls to ensure that accounts payabl e are properly recorded and accounted for
in accordance with generaly accepted accounting principles. Anaytica review
will determine the point in time that additiond spending authority may be
necessary. Implementation date: August 6, 2001.
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The Department of Higher Education was established under Section 24-1-114, C.R.S,,
and includesdl public higher educationinditutionsinthe Sate. 1t dsoincludesthe Auraria
Higher Education Center, the Colorado Commission on Higher Education, the Colorado
Council ontheArts, the Colorado Student L oan Division, the Colorado Student Obligation
Bond Authority, the Colorado Historical Society, and the Division of Private Occupationd
Schools.

State public inditutions of higher education are governed by six different boards. The
governing boards and the schools they oversee are:

Board of Regents of the University of Colorado
University of Colorado at Boulder

Univergity of Colorado at Colorado Springs
University of Colorado a Denver

Hedlth Sciences Center

State Board of Agriculture- Colorado State University System
Colorado State University

Fort Lewis College

University of Southern Colorado

Trustees of the State Colleges of Colorado
Adams State College

Mesa State College

Metropolitan State College of Denver

Western State College

Western Colorado Graduate Center

State Board for Community Colleges and Occupational Education
(SBCCOE)
14 Community Colleges
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* Trusteesof the Universty of Northern Colorado
Univergity of Northern Colorado

e Trusteesof the Colorado School of Mines
Colorado School of Mines

Colorado Historical Society

The Colorado Higtorical Society, founded in 1879, has statutory designation as an
educationd indtitution of the State. It has exclusive control over the State's historical
monuments and in this capacity has the duty to survey suitable sites and structures for
higtorical designation by the State. The Society is charged with adminigration of a Sate
register of historic properties.

The Colorado Historica Society was appropriated $23.3 million and 106.1 full-time
equivdent gaff (FTE) for Fisca Year 2001. Approximately 76 percent of the funding is
from Gaming revenue.

Colorado Historical Society
Fiscal Year 2001 Funding Sour ces

(In Millions)
Museum Cash
General Funds Funds Federal Grants
$2.8 $1.8 $6
Private Gifts &
Grants
$3

Sour ce: Joint Budget Committee Fiscal Y ear 2002 Appropriations Report.
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| mprove Controls Over Cash Receipts

In Fisca Year 2000 we recommended that the Colorado Historical Society require al
museums to submit cash register tapes with revenue remittances to the Administrative
Services Section. This provides anindependent verification that the cash remitted agrees
to the saesreported on the cash register tapes. The Colorado Historical Society updated
its policies, but we continue to find problems.

During our Fiscd Year 2001 audit, we reviewed a sample of 22 deposits totaling about
$15,000. Wefound sx deposts totaling about $2,300 in which a museum, the Byers-
Evans House, did not submit acash register tape with itsrevenue remittance. Assuch, the
Society cannot ensure that al remittances were submitted for deposit. The cash register
tape would aso provide support for types of sales, voids, and over- or underages that
could assigt the Society in evaluating the activities a the Byers-Evans House,

Recommendation No. 10:

The Colorado Hisgtorica Society should ensure the Byers-Evans House submits cash
register tgpes with al revenue remittances.

Colorado Historical Society Response:

Agree. The Byers-Evans House cash transmittal's had been submitted in the past
without cash register tapes. The need for cash register tapes with each cash
transmittal was communicated to the director of the house, but apparently did not
reach dl gaff. This has since been corrected, and al cash tranamittals from the
house since December 31, 2001 include cash register tapes.
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The Department of Human Services is solely responsible, by statute, for
administering, managing, and overseeing thedelivery of the State’ spublic assistance
and welfare programsthroughout the State. M ost of these programsare administered
through local county or district departments of social services. The Department also
manages programsintheareasof mental health, rehabilitation, youth corrections, and
developmental disabilities. In Fisca Year 2001 the Department expended
approximately $1.8 hillion and had 4,682.8 full-time equivalents (FTE). The
following charts show the operating budget by funding source and the
divisions/offices with the largest FTE, respectively, for Fiscal Y ear 2001.:

Department of Human Services
Fiscal Year 2001 Operating Budget by Funding Source (In Millions)

Cash Funds $84.3

General Funds $496.5

Cash Funds Exempt $666.4—\ = /[~Ass5%%%

Sour ce: Joint Budget Committee Fiscal Y ear 2001 Appropriations Report.
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Department of Human Services
Divisions With the Largest Number of Full-Time Equivalents (FTE)

Health and Rehabilitation Services 339.3

Office of Operations 526.0
A Information Technology 179.2

Direct Services 2185.0

Division of Youth Corrections 892.6

Office of Self-Sufficiency 265.9

Sour ce: Joint Budget Committee Fiscal Y ear 2001 A ppropriations Report.

We reviewed and tested the Department’s internal accounting and administrative
controls and evaluated its compliance with state and federal rules and regulations.
Generaly, we found that the Department has adequate administrative and interna
controls to oversee its operations and meet state and federal requirements. We
identified ten areas where improvements could assist the Department in effectively
managing its responsibilities—three related to financial statement issues and seven
related to federal awards.

Adhereto Legally Established Spending
Limits

The Office of Operations within the Department of Human Servicesis responsible
for providing centralized departmental functionsincluding accounting, contracting,
purchasing, and facility management. In Fiscal Y ear 2001 the Office of Operations
was appropriated approximately $23 million for payment of salaries and wages for
the 526 FTE within the Office.

At the end of each fiscal year the Office's Division of Accounting estimates and
records accounts payable for current year expenditures that will be paid in the
following fiscal year. All departmental expenditures, including estimates for
expenditures yet to be paid, are charged against specific appropriation codes.
Appropriation codes are set up inthe State'saccounting system to track each agency's
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utilization of its legally established spending authority under the State's annual
appropriation law.

When actual payments for the accrued amounts are made in the subsequent fiscal
year, the payments are charged against the appropriate accounts payable. After all
payments related to the accrual have been made, any excess amount in accounts
payable must be reversed by crediting the revenue source used to establish the

payable.

Accounts Payable Accrual Was Used for Unrelated
Payments

During our audit we found that in Fiscal Year 2001 the Division of Accounting
charged $77,562 in persona services payments for that year against an unspent
accounts payable established at the end of Fisca Year 2000 for a different
appropriation code and purpose. The personal services payments were for payouts
of sick and annual |eave to staff retiring from the State in Fiscal Y ear 2001. Under
state regulations, the Department should have charged the payouts to the personal
services appropriation and reversed the unused accounts payable.

The Department’s use of an unrelated accounts payable accrual to fund personal
services expenditures is a serious concern. This type of transaction circumvents
control s established by the appropriations process over agencies spending authority
and, in some instances, can be used to hide overexpenditures.

Inthisparticular case, if the Department had charged the personal services payments
to the correct appropriation code, the Department states it would then have reduced
itsaccrual at theend of Fiscal Y ear 2001 for anticipated Fiscal Y ear 2002 retirement
payments by $77,562 in order to avoid an overexpenditure. Under an accounting
directive issued by the Office of the State Controller, the Department is allowed to
charge Fiscal Year 2002 retirement payoutsto its Fiscal Y ear 2001 appropriation if
employeeshavegiven formal notice during the current year that they will retireinthe
subsequent year. If the Department had decreased this accrual at the end of Fiscal
Year 2001, it would have shifted $77,562 in payouts to the personal services
appropriation for Fiscal Y ear 2002. Thus, the Department does not believeit would
have overspent its Fiscal Year 2001 appropriation, had it recorded the payment
correctly.

We agreethat the Department could haverecorded the $77,562 payouts correctly and
still avoided an overexpenditure. However, by recording this payout expenditure
against an unrelated and unused accounts payable, the Department, in effect,
increased its appropriation for personal services in Fiscal Year 2001 by $77,562.
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This was done by charging the $77,562 in retirement payouts to the unrelated
appropriation and overstating those expenditures for Fiscal Year 2000. Personal
services expenditures for Fiscal Year 2001 are understated by the same amount.

Effective Fiscal Year 2002, under new accounting standards, state agencies will be
required to record al retirement payouts in the year in which the individua’s
retirement occurs, as opposed to the year in which notice of retirement was received.
Thiswill require additional fiscal discipline by all state agencies. The Department
should take additional steps to ensure that funds are spent in accordance with
appropriations created by law. This should include reviewing entries made to the
State' sfinancia system on aregular basisfor unusual activity, especialy at the end
of the fiscal year.

Recommendation No. 11;

The Department of Human Services should follow state regulations and statutes by
recording expenditures within the proper appropriations and reversing unused
accounts payable accruals.

Department of Human Services Response;

Agree. The Department acknowledgesthat there was an inappropriate use of
accounts payable. The Department will reinforce through training of the
procedures to review al outstanding payables and reversions as detailed in
the accounting manual and in the monthly SCO diagnostic report overview.

Implementation Date: July 1, 2001

Improve Controls Over Fixed Assets

Each state agency is responsible for ensuring that all fixed assets purchased or
constructed by the State are properly accounted for when acquired and disposed of,
accurately inventoried, and safeguarded throughout their life. Fixed assets include
itemssuch asfurniture, equi pment, leasehold improvements, and buildings. InFiscal
Y ear 2001 the Department purchased or constructed about $33.3 million in fixed
assets. This amount does not include fixed assets purchased through the
Department’ s proprietary or fiduciary activities.
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During our Fiscal Year 1998 audit, we identified problems with the Department’s
controls over its fixed assets, specificaly with regard to ensuring new assets were
appropriately recorded on COFRS, the State's financial system, and subsequently
tracked. Although the Department addressed several of our concerns during Fiscal
Y ears 1999 and 2000, we continued to identify problemswith the Department’ sfixed
asset reconciliation process during our Fiscal Year 2001 audit.

Fiscal Y ear-End Reconciliations Were Not
Completed Timely or Accurately

State agencies ensure new fixed assets are properly recorded on COFRS by
performing areconciliation between fixed-asset expenditures and amounts recorded
asadditionsto fixed assetson COFRS during thefiscal year. Department procedures
require staff at each of the Department’s 16 agencies to prepare fixed asset
reconciliations between these two amounts on a quarterly basis and submit them to
the Department’ scentral agency. The central agency encompassesthe Department’s
ExecutiveDirector’ sOffice(EDO) and other central administrativefunctions, aswell
as the majority of the Department’s social service programs. In Fiscal Y ear 2001,
$6.3 million of the Department’s fixed asset purchases were made through this
agency, which includes purchases made on behalf of the Department’s other
agencies.

Wefound that the Department did not reconcilefixed asset expendituresto additions
for any of its 16 agencies prior to the year-end close of the State’ s financial records.
While 12 of the 16 agencies submitted reconciliations to us in September, or 2 %
months after the closing date for Fiscal Y ear 2001 entries, the remaining 4 agencies
had not provided us with reconciliations by the end of our testwork. In addition, we
noted that the Department had not completed a departmentwide reconciliation for
Fiscal Year 2001. The departmentwide reconciliation must be performed after all
agency reconciliations are completeto ensure all itemstransferred between agencies
are appropriately recorded and tracked. For example, the centra agency’'s
reconciliation listed a transfer for over $14,000 in fixed assets to another of the
Department’s agencies. However, the receiving agency had not submitted any
reconciliations in Fiscal Year 2001, and as a result, the Department could not be
certain that the agency had received these assets and recorded them.

Department Oversight of Fixed Asset Procedures
Should Be Improved

As mentioned earlier, the Department has had problems accurately tracking
purchases of fixed assets in prior years. While we recognize that the size of the
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Department and the disbursement of its activities throughout the State present
difficulties, these factors also create a greater risk that assets could be lost or
misappropriated. The Department needs to address the deficiencies in fixed asset
reconciliationsto ensure assets are saf eguarded and the correct amounts are reflected
on the State’ s financial records.

Recommendation No. 12;

The Department of Human Services should improve controls over fixed assets to
ensure all fixed assets are safeguarded and appropriately recorded on COFRS by:

a. Completing quarterly agency and department-wide reconciliations between
fixed asset expenditures and additions to fixed assets.

b. Correcting identified errors on COFRS prior to fiscal year-end.

Department of Human Services Response:;

a. Agree. The Department hasaprocedurein placewhereby these quarterly
reconciliations are to be completed and turned into the central office for
review andreconciliation. Toensurecompliancewith thisprocedure, the
Department will establish follow-up procedures for when the quarterly
reconciliations are not completed timely.

b. Agree. The Department will perform a department-wide reconciliation
that reconciles all individual agency reconciliations to each other and to
the general ledger control account.

Implementation Date: March 31, 2002

Securitiesin Lieu of Retainage Balance
Not Reported Accurately

Aspart of our audit of fixed assets, we reviewed retainages recorded on COFRSfor
construction projects. State regulationsrequire agenciesto retain apercentage of the
total cost of the contract for all capital construction projects until the project is
completed and formally accepted by the State. In lieu of holding a percentage of
payments, a contractor may choose to place securitieswith avalue equivalent to the
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retainage percentage in the Department’s name with a bank authorized by the
Department.

We found that the Department does not have procedures in place to ensure that
securitiesheldinlieu of retainage amountsfor construction projectsarerecordedinto
COFRS accurately and in atimely manner. We noted that the amount on COFRS at
June 30, 2001, was understated by $102,000 for one project. Dueto an increasein
the amount of that project during the fiscal year, the contractor wasrequired to place
additional securities in the Department’s name. While Department Facilities
Management staff were aware of the addition, these staff failed to notify the
Department’ s central accounting staff of the change, and therefore, the increase was
not reflected on COFRS.

By improving communication between agency and accounting staff regarding
securitiesheld asretainagefor construction projects, the Department can help ensure
that securities are accurately recorded and tracked.

Recommendation No. 13:
The Department of Human Services should develop and implement procedures to

ensure securities held as retainage for construction projects are recorded in COFRS
accurately and in atimely manner.

Department of Human Services Response;

Agree. The Department will change existing procedures to have all bank
statements sent to the Division of Accounting for monthly verification and
recording in the COFRS system.

Implementation Date: December 30, 2001.
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Medicaid Funds Expended for
Department of Human Services
Programs

In January 2001 the Joint Budget Committee (JBC) reviewed asupplemental budget
request from the Department of Human Services to address Medicaid
overexpenditures totaling approximately $10.6 million in Fiscal Years 2000 and
1999. In the course of reviewing the request, the JBC became concerned about the
management and control of Medicaid fundsthat are used for Department of Human
Services programs.

During Fiscal Y ear 2001 the Office of the State Auditor conducted afinancial review
of the overexpenditure of Medicaid funds at Human Servicesand of the controlsthat
Human Services and Health Care Policy and Financing have established to ensure
that expenditures are recorded and reported accurately. The comments below were
contained inthe Department of Human Servi ces, Over expenditur e of Medicaid Funds
Financial Review, Report No. 1400, dated May 2001. Thefinancial review contains
comments directed at the Departments of Health Care Policy and Financing and
Human Services, most of thecommentsarejoint recommendations. The Department
of Health Care Policy and Financingisthe state agency that administersthe Medicaid
program. Therefore, for the purpose of this report, all six comments are listed
collectively within the Department of Health Care Policy and Financing chapter.
Please refer to pages 38 to 48 for details, comments, and recommendations.
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The Department of Labor and Employment is responsgible for promoting and supporting
the public economic well-being by providing services to employers and job seekers, and
by enforcing laws concerning labor standards, unemployment insurance, workers
compensation, public safety, and consumer protection. The Department is composed of
the following mgor organizationd units:

» Executive Director’s Office

» Divison of Employment and Training
» Divison of Labor

* Divison of Workers Compensation

The Department was gppropriated $122.4 million and 1,057.6 full-time equivadent staff
(FTE) for Fiscd Year 2001. Approximately 35 percent of the funding isfrom cash funds
and the other 65 percent is from federd funds. The following chart shows the operating
budget by mgor organizationd unit during Fisca Y ear 2001.

Department of Labor and Employment

Fiscal Year 2001 Operating Budget by Organizational Unit (In Millions)

Executive Director's Office $23.2

Employment and Training $7

Workers' Compensation $21.0

Labor $4.7

Source: Joint Budget Committee Fiscal Year 2001 Appropriations Report.
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The following comment was prepared by the public accounting firm of Tery &
Stephenson, P.C., who performed audit work at the Department of Labor and
Employment.

Develop Reconciliation Proceduresfor
Grant Expenditures

The U.S. Office of Management and Budget's Circular A-133 contains the reporting
requirementsfor the State' s Schedule of Expendituresof Federal Awards(Schedule). The
Schedule lists funds received from the federal government and expended to vendors and
subrecipients. The Department preparesits portion of the Schedule fromitsgrant financia
gystem (FARS) and reconciles the amount to COFRS, the State’s financia reporting
sysem.

The Department records federa revenue in COFRS. Charges by the State againgt this
revenue are from two sources: direct and indirect dlocations. Both direct and indirect
federd expenditures are segregated by federal grant award and recorded in FARS.

Fiscd Year 2001 federd expenditures from FARS were approximately $66.8 million.
This amount exceeded the revenue balances in the State’ s financia reporting system by
$1.9 million. The resulting discrepancy has not been reconciled and appears to be the
result of improper matching of indirect alocations and the lack of periodic reconciligtions
between FARS and COFRS.

Recommendation No. 14:

The Department of Labor and Employment should develop procedures to isolate and
identify the indirect alocation chargesfor federa grants and perform reconciliationsto the
Stae sfinancid reporting system periodicaly throughout the yeer.

Department of Labor and Employment Response:
The Department agrees with the finding and is currently analyzing the problem.

We are reviewing federd revenue recording procedures and the timing of
reconciliations.




63

Department of Military Affairs

| ntroduction

The Department of Military Affairsconsastsof the Nationd Guard and the Civil Air Patrol.
The Adjutant Generd is the adminigrative head of the Department and the Chief of Staff
of the Colorado Nationa Guard. The Department isresponsiblefor providing day-to-day
command and control, guidance, policies, and adminigtrative and logistics support to the

Dividons of the Nationa Guard and Civil Air Patrol.

During Fisca Y ear 2001 the Office of the State Auditor, in cooperation with staff from the
firm of Cottrell & Associates, conducted afinancia review of the Department of Military
Affars. The audit comments below were contained in the Department of Military

Affairs Financial Review, Report No. 1404, dated November 2001.

Overview of Federal Funding for Operations

The Department’s Fiscal Y ear 2001 appropriation wasjust over $9 million. Of thet, over
$5 million is federdly funded through a cooperative agreement that establishes the terms
and conditions of the federa contribution of fundsto support the operation and training of

the state Army and Air Nationd Guard.

Fiscal Responsibility Is Needed

The Department's management has the fiduciary respongbility to ensure that assets are
safeguarded and financid transactions are recorded and reported accurately. Annudly,
dtate agencies are satutorily required to attest to the State Controller, State Auditor, and
Governor that systlemsof interna accounting and adminigtrative control havebeeningituted
and maintained. State agencies dso annudly sign a Letter of Certification of Financia

Accounting affirming thet:

The accounting function is saffed with adequate personnd to assure the
accounting is properly carried out and timey, and sufficient monthly
accruals are being made to update financid records so that management
can properly anayze their financid condition and determine that the
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federal government and other parties owing the state are being properly
billed.

The Department responded that it wasin substantia compliance with these requirements.

However, weare concerned about the Department’ scontrolsover itsfinancia transactions

and the recording and reporting of financid information. The Depatment has had

sgnificant accounting issues over the past few years. During our Fiscal Year 2000

Statewide financid audit, we noted that therewas asignificant turnover of accounting steff,

problems completing required transactions, and difficulty in providing information on a
timely basis.

There continueto be sSgnificant turnover, delaysin processing vendor payments, obtaining
federa gpprovasfor reimbursement, and recording additionsand deletionsto fixed assets.

Ovedl, we concludethat the Department needs to makeimprovementsin its systemsand
controls to ensure that assets are safeguarded and that accounting for transactionsistimely
and accurate.

Recommendation No. 15:

The Department of Military Affairs should improve its oversght of financid activity and
ensure its controls over accounting functions are adequiate.

Department of Military Affairs Response:

Patidly Agree. Financia controlsarein place and areworking. Procedurescan
be improved. The Department is hampered by sgnificant turnoversin accounting
personnd, delaysin process ng and obtai ning reimbursements, adjusting fixed asset
accounts, and providing timely information. Whilewe agreewith this observation,
most of those issues are beyond our immediate control.

We cannot require employeesto stay. They will leavefor upward mobility that we
cannot offer in afive-person office. Requestsfor additiona personne ether have
not been granted or have been reduced by the Legidature.

Since most transactions are carried out as part of a Cooperative Agreement
between the State and Nationd Guard Bureau, we cannot directly control delays
in federa invoice gpproval and payment procedures.
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We can control operations within the accounting section and have documented
procedures in desk manuds to facilitate inevitable turnover. We have discussed
problems with the Cooperative Agreement with federd authorities and have
agreement to try to document and streamline processes, and toimprovetimeliness.
We have shifted duties within the accounting section to better balance workload
and individud abilities and tdents. We are scheduling training on procedures to
adjust fixed asset accounts.

| mprovethe Recording and Reporting of
Transactions

Reduce Delaysin Processing Transactions

During our Fisca Y ear 2000 audit, the Department experienced a sSignificant turnover of
accounting gtaff and delays in replacing the vacant pogtions. The gStuation left the
Acoounting Section understaffed for the mgority of theyear. The State Controller's Office
provided additiona support. Even so, the Department had problems completing al
required transactions and providing information on a timely bass. The shortage of
accounting staff created additiona risk that transactions may have been recorded
improperly on the State's accounting system.

During our current review we found that new saff were faced with little or no
documentation on department processes and, as a result, struggled to learn the
complexities of federd and date regulations that govern transactions. To further
compound the problem, during the year, both the accounts payable and the payroll
postions were vacant for severd months. The new Accounting Section has made
sgnificant progress in documenting tasks and processes and in cross-training personnel,
but the entire section is dill in alearning curve.

We continue to see areas where further improvements should be made:

1. Theprocessing of vendor paymentslagged during the year, exceeding the 45 days
dlowed by Section 24-30-202(24), C.R.S,, as other accounting personnel
temporarily filled the vacant pogtion. After the postion wasfilled, it took a few
months to organi ze the exi sting backlog and follow up on potentia unpaid balances
while researching to ensure that duplicate payments were not made. Our review
of May 2001 vendor payments indicates that the Department is improving the
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timdiness of payment processing, but there are gill some delays rdated to
recelving invoices from the regions and obtaining timely approvas from program
managers. For instance, of the May 2001 payables tested, 9 in the sample of 50
were pad between 60 and 174 days after the date of the vendor invoice. These
nine payables amounted to atota of about $119,000.

The Department has not updated the State's accounting systemfor changesin its
land, buildings, and construction in progress since Fisca Year 1999. For
example, aland purchase of about $58,000 is not shown and transfers of buildings
to other state agencies, totaling about $450,000, have not been deducted from the
accounting records. During Fiscad Years 2000 and 2001 the Department
expended about $3.7 million in controlled maintenance, land purchases, and
construction costs on armories and other buildings but was unable to provide
information on the amount of these cods that should be cepitdized. The
Depatment also completed congtruction during this period, but the cogts
associated with the congtruction were not properly reflected as a completed
project on the State'saccounting system. Asaresult, theamountsreported do not
accurately reflect the cost of the assets owned.

Also, in Fiscd Year 2000 buildings and property owned by the Department,
vaued a $7.9 million, was transferred to the Department of Public Safety. In
Fisca Year 2001 the Department of Military Affairs determined that the actua
cost was about $2.2 million. Public Safety revised itsrecords to reflect the $2.2
million cost; however, the building is erroneoudy being reported on both
Departments books, resulting in anoverstatement of assetsin the State'sfinancia
datements of $2.2 million.

Delays Dueto Federal Action or Approvals

We noted three processes during whichadelay in obtaining federd gpprova or action on
anitemwill dow down or hdt the progress of transactions through the accounting system.
Theseinclude:

Approva and coding of vendor payments.

Budget modifications that are required to make federd funding available for
spending.

Federa approva on requests for reimbursements.
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Approval for Vendor Payments

For purchases that are subject to federal participation, the Department obtains approval
from a federal program manager prior to vendor payment. This confirms the federal
commitment to reimburse the State for the outlay, aswel asidentifies the correct funding
source or coding for the payment. However, because the federal approva isin addition
to the required state approvas, and there are numerous federal program managers, some
on-site, and some at Buckley or other off-gite locations, the entire process can be lengthy
and may exceed the 45-day state vendor payment guidelines. For instance, some of the
overdue May 2001 invoices discussed above were subject to federal program manager
gpproval.

Budget Modifications Are Required to Make Federal Funding
Available for Spending

For thelarge percentage of the Department'sbudget that isfederal and restricted, spending
authority and the ability to pay vendor invoicesis not available until budget modifications
are processed, approved, and entered into COFRS. In some ingtances, only amonth or
two worth of spending authority is gpproved by the federa agency at one time, requiring
numerous budget modificationseach year. A sgnificant amount of department timeisspent
obtaining these budget modifications and the related gpprovas from the federd program
managers. In the meantime, the payment of vendor invoices may be delayed pending
approvd of these budget modifications for federal spending authority.

Approval on Federal Requestsfor Reimbursement

The Department prepares monthly requests for reimbursement under the federa
cooperative agreement. Separate requests are prepared for each of the 12 appendices of
the agreement and then forwarded to the appropriate federal program manager for
approva. Only after the requests for reimbursement are approved can they be submitted
to the federd disbursing agents for payment. Obtaining timely approva from some of the
federa program managers has been so problematic during the year that the Department
created a spreadshest to track the progress of each request through the approva and
payment process. For instance, the Department's tracking sheets include the following
example of ddays.

e OnDecember 11, 2000, three requestsfor reimbursement totaling about $40,000
were sent to the federa program manager for approval; the approved requests
were not returned to the Department until March 6, 2001, three months later.
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e OnJanuary 8, 2001, two requestsfor reimbursement totaling about $68,000 were
sent to thefederal program manager for gpproval; the approved requestswere not
returned to the Department until March 6, 2001, two months later.

During the year, the Department initiated a process of monthly meetings with federa
program managersin an effort to increase communication and the timdliness of transaction
processing, including federd reimbursements. It isclear, however, that more needsto be
done. The Department needsto work with the federa program managers on sysemsand
controls.

Recommendation No. 16:
In order to reduce delays in processng transactions, we recommend that:

a. All areas of the Department work with Accounting to streamline the vendor
payment process. In particular, the Department should consider various meansto
identify outstanding payables at the earliest possible date to ensure they are
monitored by Accounting for timely approva and payment, as well as recorded
in the appropriate accounting period.

b. The Department continue to work diligently with the federa program managersto
streamline the approval processes for vendor payments, budget modifications to
makefedera spending authority available, and federal requestsfor reimbursement.
Working together to study tracking systems, like the invoice spreadsheet noted
above, will help to identify bottlenecks in the approval processes that need to be
addressed.

c. The Accounting Department record changes in fixed assets annudly.

Department of Military Affairs Response;

Partidly Agree. While the Department agreeswith much of the recommendetion,
the solutions to dl the problems are not within our control. For example,
personnel turnover in a five-person accounting section can be an extreme
detriment, but the Department has only limited ability to influence sdary for new
hires. The Depatment has little ability to influence persond decisons of
employees who leave because of opportunities for advancement elsewhere.
Further, requests for additiona FTE have been denied or reduced. We did get
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authority and funding to hire a part-time budget analyst and the impact of the new
.5 position should begin to be fdt this year.

Most transactions are accomplished through a Cooperative Agreement with the
federa government and each is subject to approval by the federd program
managers. Since the program managers are federal employees who work for
federd supervisors, and for eachit isan additiond, rather than primary, duty, the
Department does not exercise direct control over their activities and priorities.
This often mekesit difficult to get prompt gpprovas on payments and bills. To
further complicate matters, thereare 11 Program Managersand they changeat the
rate of about 4 per year. Recognizing thet it isaCooperative Agreement and that
there are problems in execution, the Department and the United States Property
and Fisca Officer, CO, have indituted monthly meetings between the two
accounting staffs and with program managers. We have dso indtituted a
comprehensive review of procedures for payments, billings, and accounting to
better document and streamline processes where possible.

Within the Department, the accounting section has crested desk manuasfor each
positionto document desk procedures and to facilitate inevitable transition of new
employees.
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Department of Natural Resour ces

| ntr oduction

The Department of Natural Resourcesis responsible for encouraging the devel opment of
the State's natural resources. Resourcesinclude land, wildlife, outdoor recrestion, water,
energy, and minerds. The Department operates under the authority of Section 24-1-124,
C.R.S., and comprises an Executive Director's Office, which is responsble for the
adminigrationand management of the overdl Department, and thefollowing eight sections:

« Wildife

e  Water Resources Divison

o State Board of Land Commissoners

e Parks and Outdoor Recreation

* QOil and Gas Consarvation Commission
» Divison of Minerads and Geology

» Water Conservation Board

* Geologicd Survey

The Department's Fiscal Y ear 2001 operating budget was about $160 million with 1,474
ful-time equivdent gaff (FTE). The Depatment is primarily cash-funded. Revenue
sources include hunting, fishing, and other licenses, roydties and rents; interest; and other
sources. Thefollowing chart showsthe Department's operating budget by division, board,
and commission for Fiscal Year 2001.

Department of Natural Resour ces
Fiscal Year 2001 Budget by
Division/Board/Commission (In Millions)

Water
Conservation

Water $10.7
Resources
$15.9

Other
$16.1 Wildlife
$70.3

Executive

Direc'tor's Parks and
Office Qutdoors
$20.8 $26.1

Sour ce:  Joint Budget Committee Fisca Y ear 2002 Appropriations Report.
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Oil and Gas Conservation Commission

The QOil and Gas Conservation Commission is responsible for regulating oil and gas
activitiesin the State. When oil and gas operations are complete, the Commissonisaso
responsible for ensuring that lands affected by operations are returned to their origind
state. InFiscd Y ear 2001 the Commission was appropriated approximately $3.4 million
and 35 FTE.

Ensure Compliance With PDPA Requirements

Prior to beginning oil and/or gas operations in the State, an operator must submit some
form of financia assurance to the Commission showing that an operator is financidly
capable of reclaming lands damaged by operations. If an operator fulfills the necessary
requirements of reclaming damaged lands, the financia assuranceisrefunded. Financid
assurance may be submitted in various forms, including certificates of deposit. Asof June
30, 2001, the Commission held gpproximately $2.6 million in certificates of deposit. Mogt
of these certificates are for the term of one year and perpetudly roll over into new one-
year certificates.

Beginning with our Fisca Year 1998 audit, we have found problems with the
Commisson's compliance with the Public Deposit Protection Act requirements. The
Public Deposit Protection Act (PDPA), Title 11, C.R.S., was enacted to protect deposits
that either are not insured or are in excess of the insured limit of federd deposit insurance
of $100,000 for each account. One of the PDPA requirementsis that public monies are
to bedeposited only inbanksdesignated aseligible public depositories. Thisincludesmost
of Colorado's banks. In addition, PDPA specificaly excludes investment firms and most
out-of-state banks from its coverage.

In both Fiscal Y ears 1998 and 2000, we recommended that the Commisson ensure all
certificates of deposit are in compliance with Statutory and legal requirements by
trandferring short-term certificates to eligible depositories on their next maturity date and
developing aplan for addressing any long-term certificates. Although the Commission has
taken steps to comply with PDPA, we continue to find problems.

Certificates of Deposit Are Located at Noneligible
Depositories

Inour Fisca Year 2000 audit the Commission provided us a listing of 31 certificates of
deposit, totaling approximately $333,000, that were held in non-PDPA-dligible financid
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inditutions. During our Fiscal Year 2001 audit, we reviewed these 31 certificates to
determine the current status and found that 15 of the 31 certificates of depost, totaling
about $190,000, had been moved to digibledepositoriesand 1 certificate, totaling $5,000,
had been rel eased when operations ceased on the wdll. Thisleft 15 certificates fill not in
compliance with PDPA requirements.

During our current audit we found 11 additiona certificates, totaling approximately
$49,000, that are not held in dligible depositories. In total, at least 26 certificates of
deposit, in the amount of about $187,000, remain in non-PDPA-dligible depositories. In
addition, we found that 2 out of these 26 certificates, totaling $6,000, had been accepted
by the Commission since our Fisca Y ear 1998 recommendation.

In 1993 the Division of Minerds and Geology obtained alega opinion from the Attorney
Generd's Office. The Attorney Generd's Office determined that financid assurance held
by the State qualifies as public monies and should be protected in the same manner as
other public monies. The Commission subsequently chose to rely on the Attorney
Generd's opinionfor its own financid assurance. As noted in our prior audits, we agree
and bdieve tha the Oil and Gas Conservation Commisson should teke steps to
immediatly comply.

Section 11-10.5-111(2), C.R.S,, states that “it is unlawful for an officia custodian to
deposit public fundsin any bank other than onethat hasbeen so designated.” Section 11-
10.5-111(4)(c), C.R.S, further dates that “any officia custodian who violates the
provisons of this article is guilty of amisdemeanor and, upon conviction thereof, shdl be
punished by a fine of not less than two hundred dollars nor more than five hundred
dollars...." The Commisson does not believeit isthe officia custodian of the certificates
of depodt, since the operator is responsible for the actual deposit of a certificate into an
digible bank. Confusion could arise, because certificates of deposit are approved by the
Commission, reflected on the State's accounting system, recorded in both the operators
and the Commission's name, cannot be released without the Commission's authorization,
and can be foreclosed upon by the Commission in Situations where an operator defaults.
Determining who isthe officid custodiary/s is an important issue that needs to be clarified
immediately.

Notify Operatorsto Transfer Certificates of
Deposit in a Timely Manner

The Commission has had nearly eight years to comply with PDPA requirements. As
previoudy Stated, the average certificate of deposit held by the Commisson matures
annudly and is perpetudly rolled over into anew certificate. We found that a least four
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certificates held in non-eligible depositories have rolled over since our Fisca Year 2000
recommendation. In one ingtance, a certificate of depost rolled over in October 2000
and the Commission did not notify the operator of the need to move the certificate to an
digible depogtory until March 2001, five months after the certificate wasrenewed. This
certificate of deposit was subsequently moved to an digible depository in June 2001.

In March 1999 the Commission sent a form letter to al operators explaining PDPA
requirements. However, the Commission did not begin to send follow-up letters to
operators until September 2000. According to the Commission, it takes an average of Sx
months to transfer a certificate of deposit. We found three instances where an operator
was not notified in atimely manner to transfer certificates. For example, letters were sent
to two operators oneto two months before and onel etter was sent two weeks prior to the
certificates maturity dates. None of the above-mentioned certificates have been moved
to an digibledepogitory, and each have been renewed sincethe natification | etter was sent.

The Commission hashad ampletimeto ensurethat operators have moved their certificates
of deposit before the maturity date arrives. Failure to notify the operator in a timely
manner can result in an early withdrawa pendty being assessed againgt an operator by the
financid indtitution; therefore, the Commission should ensure that operators are given
sufficient notice to move a certificate of deposit so that an early withdrawal pendty is not
assessed.

Recommendation No. 17:

The Oil and Gas Conservation Commission should take immediate stepsto ensure that all
certificates of depodt are in compliance with statutory and other lega requirementsby, at
aminimum:

a. Reviewing al certificates of deposit to determine whether they are being held in
eligible public depositories.

b. Notifying operatorsin atimely manner of the need to move existing certificates of
deposit not in digible public depositories before the next maturity date.

c. Enforcing the trandfer of al certificates of depogt to digible public depositories.

d. Working with the Attorney Generd's Office to determine who should be
designated as the officid custodian of the certificates of deposit.
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Oil and Gas Conservation Commission Response:

a. Agree. The Commission is on track to meets its July 2002 deedline for
compliance as stated in its 2000 Statewide Audit response. The Commission
conducted afull review of dl certificates of deposit asof November 29, 2001,
(193 certificates with atota value of $2,141,125) and developed alist of 26
certificates that are not yet in public depositories. These 26 certificates of
deposit have a combined value of $187,000 and no individua operator has
certificates with acombined valuein excess of $30,000. Of the 26 remaining
certificates of deposit, operators using 21 of the noncompliant certificates as
financid assurance were each sent a letter dated December 6, 2001,
requesting that the funds be transferred to public depositories no later than
December 28, 2001. Two additiond certificates had not been previousy
identified and have since been sent complianceletters. Three other certificates
of deposit require additional documentation to vaidate the banks as public
depositories, which has been requested.

The Commission will review al certificates before the annua certificate of
deposit confirmation | etters are sent to depositoriesin April. The Commission
will verify that itsfinancid assurance database includesthe Divison of Banking
PDPA number assigned to theoperators. Complianceletterswith aresolution
deadline prior to July 2002 will be sent to operators that have certificates of
deposit that are not in public depository banks or have not provided a PDPA
number. Implementation date: July 1, 2002

b. Agree. The Commisson has individualy ingtructed dl operators who have
certificates of deposit used for financia assurance that are not in approved
public depositories to move them to public depositories or provide some
dternative method of financid assurance through compliance letters sent in
December 2001 and January 2002. This action was necessary to meet the
Commisson's July 2002 deadline for compliance as stated in its 2000
Statewide Audit response.

The operators have beeninformed that they are officid custodians of thefunds
because the Commisson may only access the funds if the operator fails to
meet their environmenta or fiscd responghbilities. Since the State may have
potentia future contingent ownership, the operator's certificates must comply
with the Public Deposit Protection Act. Implementation: July 1, 2002
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c. Agree. In Fisca Year 1998 the Commission directed staff to require
operators using certificates of depodits as financid assurance to come into
PDPA compliancein amanner that would minimize cost and inconvenienceto
operators. The mgority of the operators complied with this request. The
remainder, who received the December 6, 2001 compliance letter, have
moved their certificates, provided an dternative form of financial assurance,
or have negotiated an extensgon. The remaining operators with noncompliant
certificates of depogit are in the process of moving the funds to approved
public depositories or are in the process of converting to insurance bonds.

The Commisson currently has one operator scheduled for hearing and one
operator who has been sent a Notice of Alleged Violation since they have
refused to move their certificate of deposit to public depositories or provide
an dternative method of financial assurance. The Commisson's Assistant
Attorney Genera has advised that because the Commission does not have
ownership of the certificates of depost, the staff may not convert the
certificatesto cash without the Commission finding the operator in violation of
itsrules.

The Commissonisclosaly monitoring compliancedeadlinesgivento operators
to meetsits July 2002 deadline for PDPA conformity ondl of its certificates
of deposit used asfinancid assurance. Implementation date: July 1, 2002

d. Agree. The Commisson has consulted with the Divison of Banking on this
matter; however, the Commission hasdirected its Assstant Attorney Generd
to review the matter. Implementation date: July 1, 2002

Division of Wildlife

The Divison of Wildlifeisresponsblefor protecting thewildlifeof Colorado. TheDivison
manages over 250 wildlife areas covering 300,000 acres by acquiring habitat lands,
preventing the decline of certain species, conducting research, and enhancing the public's
awareness of pertinent issues. Thenearly oneand ahaf million hunting and fishing licenses
sold annudly provide the mgority of the Divison's funding. In Fiscd Year 2001 the
Division was appropriated gpproximately $70.3 million and 753 FTE.
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Reduce Number of Cancelled Payments

Inour Fisca Y ear 1996 audit, we found problemswith duplicate payments at the Division
of Wildlife. We recommended that the Department of Natural Resources strengthen
management controls over processing and reviewing paymentsto prevent payment errors.
We continued to find problems during our current audit. InFiscal Y ear 2001 the Divison
cancelled about 560 payments totaling approximately $245,000.

We reviewed 30 of these cancelled payments to determine the reason for the cancellation
and found two dgnificant deficiencies. Firg, the Divison does not have procedures in
place to ensure that limited license gpplicants information is correct in order to send out
refund checks. Second, controls over cancelled payments need to be improved. We
found that 13 of the payments were cancelled due to inaccurate gpplicant information, 3
were duplicate payments, and we could not determine the reason for an additiond 3 of the
cancelled payments. Theremaining 11 paymentswere cancelled for vaid reasons. These
issues are discussed in further detall in the following text.

Develop Proceduresto Ensure License Refunds Are
Received by Applicants

Wefoundthat 13 of the 30 paymentsreviewed, totaling about $2,000, were returned and
reissued to limited license gpplicants. The Divison darts to receive limited license
gpplications around the beginning of March each year.  After the annud limited license
draw, which takes place in June, the Division sends a refund check to al unsuccessful
gpplicants. If the Division does not have an gpplicant's correct address, the payment is
returned to the Divison. Often an applicant will notify the Divison that arefund check has
not been received and the Divison will cancd the origind payment and reissue the check.
This occurred for the 13 payments found during our testswork. Each payment averaged
about $150. In caseswherethe Divisonisnot notified by an applicant that arefund check
was not received, an attempt is made to contact the applicant by various methods,
including caling the last known phone number.

During our audit we found abox with approximately 280 unclaimed warrantstotaing over
$15,000 (an average of $54 per warrant) that the Division was unable to return to
goplicants. When the Divison isunableto locate applicantsfor license refunds, therefund
checks are kept for over ayear, until they expire. After the checksexpire, themoneysare
credited back into the Wildlife Cash Fund. The Divison maintains a database of al
expired license refunds for instances where an gpplicant later contacts the Divison
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regarding a missing refund check. However, no attempts are made by the Divison to
contact the individua after the refund checks expire.

We dso found that the Divison does not have procedures in place to ensure applicant
informationinitsdatabaseiscorrect. Each license gpplication includes aseparate card for
change-of -addressinformation. However, if an gpplicant fillsout an applicationwith anew
address, but does not fill out the change-of-address card, the database is not updated for
the new address. Currently Division staff do not compare the address on the current
gpplication with information in the database for repeat gpplicants. By updating applicant
informationfor address changesfrom applications, the Divison may avoid having anumber
of unclamed checksin the future. Inaddition, the Division does not cross-check current
license gpplicantswith its database of outstanding license refundsto determinewhether any
gpplicants have unclaimed checks. By performing this cross-check, the Divison may be
able to return a portion of the outstanding refund checks.

The Department of Personnd and Adminigtration has estimated that it cost the State $25
to process each payment voucher. The 280 unclaimed warrantsthat will expire at the end
of Cdendar Y ear 2001 not only represent lost revenue for license applicants but also cost
the State $7,000. Since the time frame between when alicense application isreceived by
the Divison and when arefund check isissued is only about three months, it islikely that
alarge portion of license applicants can be located. Because returned checks represent
the largest amount of payments cancelled by the Divison, it is imperative the Divison
attempt to locate the rightful owner of an outstanding refund check.

| mprove Controls Over Cancelled Payments

In addition, we found that 3 of the 30 payments reviewed, totaing about $6,500, were
duplicate payments. The Divison continues to have problems with duplicate payments.
For example, one purchase was paid for twice because an employee submitted receipts
for gas purchased and the vendor submitted an invoice for payment. The Divison
identified the error in this Stuation. However, in cases where an error is not discovered
by Divison g&ff, it is up to the vendor to notify the Divison of the error and to return the
overpayment. If avendor does not bring the duplicate payment to the attention of the
Dividon, thereisarisk that the State will not be reimbursed for erroneous payments. The
Divisoncould not provide uswith explanationsfor the remaining two duplicate payments.

Fndly, the Divison did not provide us with explanations for 2 of the 30 cancelled
payments. Another payment voucher could not belocated by Divison staff. Thesethree
payment vouchers totaled about $2,100. We found that the Divison does not dways
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document the reasonswarrants are cancelled on the origina payment voucher. Therefore,
we could not determine whether the cancelled payments were appropriate.

Recommendation No. 18:

The Divison of Wildlife should improve controls to reduce the number of cancelled
payments by:

a

Ensuring applicant information is correct in order to send out limited licenserefund
checks.

Performing a cross-check between returned limited license refund checks and
returning gpplicants to ensure that unsuccessful applicants receive their refunds.

Following up on returned limited license refunds to ensure that unsuccessul
goplicants recelve ther refunds.

Documenting the reason a duplicate payment has occurred and developing
procedures to identify and address overpayments.

Documenting the reason for cancelling awarrant on the original payment voucher.
Division of Wildlife Response:

a. Agree. The Divison's License Adminigtration Office prioritizes customer-

submitted change-of-address forms and/or the bottom portion of the

goplication form to ensure that correct customer addressesare onfileprior to

any limited licenses or refunds being issued. If refunds are returned for an
incorrect address, the bottom of the gpplication is double-checked for a
current address. If the customer has written their phone number on the
goplication, the staff attemptsto contact the customer viatelephone. If phone
contact cannot be made, the staff searches the Internet for possible current

addressinformation. If any of the above processes result in obtaining current

address information for the refundee, the information is entered into the
customer file and the refund warrant is re-mailed to the correct address. At
the end of the hunting seasons, the above procedures are repeated before the
unddiverable refunds are transferred to the Divison's cashier office for
safekegping. The above procedures resulted in the delivery of 99.82 percent

of al mailed itemsin 2001. Implementation date: March 15, 2001
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Agree. Frequently, respplying customers redlize that they did not receive a
refund from the prior year in the Stuation where refunds have been returned
to the Divison of Wildlife. When these applicants inquire, the Division of
Wildlife provides them with their refund, if appropriate. This process of the
gpplicant querying for returned refunds, in addition to the procedureslisted in
responseto Recommendation a, is designed to accommodate the Stuations
that are most often encountered. Implementation date: March 31, 2003

See response to Recommendation a above.

Agree. The Department of Naturad Resources accounting staff has been
responsible for cancdling warrants to vendors where duplicate payments or
other errors such asthe wrong amount have beenidentified. The Department
of Natura Resources has aso developed a payment voucher entry manud,
which has been digributed to dl Divison of Wildlife offices, and various
policies and procedures for the entry of vendor payments. In cases where
warrant cancellations are requested and the issuance of the warrant was in
violation of those policies and procedures, Department of Natural Resources
accounting team leaderswill notify the supervisors of the employee who made
the error for review and other action, as needed. Implementation date:
February 1, 2002

See response to Recommendation d above.

Auditor's Addendum:

With regard to the Division'sresponse to Recommendations a and ¢ above, there
has been an on-going problem with returned license refunds since at least 1992.
While we realize that the amount of returned licenserefundsisnot a substantial
dollar amount, over time, thisamount continuesto increase asmorerefundsare
not returned to applicants. We believe that the Division of Wildlifeisretaining
monies that do not belong to it without making a reasonable effort to locate the
rightful owners. While the Division does make an initial attempt to locate
applicants, we believe the Division should continueto follow up on outstanding
refund checks after they expire.
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Division of Minerals and Geology

The Divison of Mineras and Geology is respongble for regulaing mining activitiesin the
State. Thisprimarily includes overseeing the safety and environmenta soundnessof mining
operaions. When mining is complete, the Divison isaso responsible for ensuring proper
reclamationof land affected by mining operations. The Divisonisfunctionaly divided into
the cod, minerds, mines, and inactive mines programs. In Fiscd Y ear 2001 the Division
was appropriated approximately $5.7 million and had 68.7 FTE.

Reconcile Internal Systemsto the State's
Accounting System

The Divison isrespongble for accurately maintaining its accounting records by ensuring
that adequate internal control procedures are in place. This should include timely
reconciliations of internd systems to the State's accounting system to properly monitor
activity. During our audit we found that the Divison is not reconciling either mined land
reclamation deposits or cash receipts information on its internd systems to the State's
accounting system. The following narrative provides further detail on these two issues.

Mined Land Reclamation Deposits

The Divigon is required by statute to obtain reclamation deposits from mine operators
before extracting resources from state lands. These deposits provide assurance that mine
and well operators arefinancialy capable of reclaiming land that has been damaged when
operations are complete. Operators may submit various forms of reclamation deposts,
including certificates of deposit. Asof June 30, 2001, the Divison held approximately $4
million in certificates of deposit.

The Divison annudly confirms certificates of depost to verify ther existence and worth.
The certificate of deposit information used for the confirmation process is maintained by
the Divison in an interna database. During our audit we found that the Divison does not
have procedures to compare the amounts reported in the internal database with amounts
recorded on the State's accounting system. In our Fiscal Year 1999 audit, we found
dmilar problems with the Divison's procedures over cash bonds, another form of
reclamationdeposit. SinceFisca Y ear 1999, the Division has devel oped procedures over
cash bonds but has not developed similar ones for certificates of deposit.

We requested that the Division reconcile its internd database with the State's accounting
system for certificates of depost. During this process, the Divison found that 10
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certificates, totding about $59,000, were recorded on the State's accounting system but
not on theinternal database. Therefore, the Division did not include these 10 certificates
of deposit inits annua confirmation process. Without procedures in place to ensure the
Divison has accurate information, there is arisk that the certificates of deposit may be
redeemed without the Divison'sknowledge. Therefore, there may not be enough money
to cover the costs for mined land cleanup in cases where an operator defaults. In these
gtuations, the Divison would have to cover such expenses from other sources.

Cash Recelpts

The Divison usesan interna accounting database as ameans of tracking monies received
for items such as annud permit fees, sdes of publications, civil penaties, and Mine Safety
videos. These types of receipts accounted for about $600,000 of the Division's tota
revenue in Fisca Year 2001. Information from the internad database is used by the
Division to record cash recei pts on the State's accounting system.

During our audit we found that the Division does not reconcile cash receipt documentsin
the interna accounting database with the State's accounting system. Although we did not
find any errors in our testwork, a reconciliation of cash receipts between the State's
accounting system and the internal database will help ensure that al moneys are properly
deposited and recorded.

Recommendation No. 19:

The Divison of Minerads and Geology should perform a monthly reconciliation between
itsinternal databasesand the State's accounting system for mined land reclamation deposits
and cash receipts.

Division of Minerals and Geology Response:

Agree. Errors that occurred in the reconciliation of certificates of deposit for
bonding were dueto data processing and coding incons stenceswhen matching the
State's accounting system to the Divison's mine permit system database. These
incongistencies have been corrected. All of the bondswere accounted for and all
active permitted mine sites have bonds in place.

The Divison of Minerds and Geology maintains a mine permit sysem as the
primary business gpplication for the Divison. This permit system tracks over
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2,000 mine operationsin the State. Functions contained in the Permit System are
for reporting and document generation. Thereareabout 20 standard reports, such
as monthly progress reports, fee reports for the staff, information on inspections,
bonds, vidlations, and dl environmentd information on mine operaions in the
State. Thereareover 500 documentsthat are generated from the systemincluding
correspondence, reports, and lega notices.

In 1999 the system was rewritten due to some minor Y 2K issues and due to the
Department's standardization on the Microsoft Office Suite and Microsoft NT
network. The Divison continues to upgrade this permit database and will
incorporate the needed reporting for monthly reconciliation.

Although the audit did not find any errorsin thereconciliation of cash receipts, the
Divison understands the importance of reconciling the State's accounting system
with the Divison'sinternd sysem. The Divison uses Quickbooks programming
for tracking incoming cash recel pts and has added a procedure to incorporate the
reconciliation process.
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Department of Personnel and
Administration

| ntr oduction

The Department of Personnel and Adminigtration's primary function is to support the
business needs of state government. The Department administersthe classified personnd
system, which includes gpproximately 28,000 employees, (excluding the Department of
Higher Education) and provides generd support services for other state agencies. The
Department of Personnd and Adminigtration includes the following divisons

e Executive Director's Office

*  Human Resources Sarvices

e Personne Board

e Centra Services

e Finance and Procurement

» Colorado Information Technology Services
*  Adminigrétive Hearings

The Department was appropriated total funds of $145.3 million and 587 full-time
equivaent gaff (FTE) for Fisca Year 2001. Approximately 11 percent of the funding is
from generd funds and 89 percent is from cash funds. Cash funds include vehicle and
building rentas, copying, printing, graphic design, and mail services. The following chart
shows the operating budget by divisor/unit for the largest divisons during Fiscal Year
2001.
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Department of Personnel and Administration
Fiscal Year 2001 Operating Budget by Division
(In Millions)

Central Services Human
$48.0 Resources
$44.6
Other
$6.0

Executive
Director's Offic

$7.8 $38.9

Source: Joint Budget Committee Fisca Y ear 2002 Appropriations Report.

Monitor Sick and Annual L eave

The Depatment of Personnel and Adminigtration is charged with oversght functions in
matters of personnel. According to Section 24-50-101 (3)(c), C.R.S.

The date personnd director shdl provide necessary directives and
oversght for the management of the dtate personnel system and in
discharge of his condtitutional duty to administer the state personne
sysem.

The Department is responsible for overseeing dl mgor statewide human resource
programs and systems, including employee benefits, risk management, job evaluation,
compensation, recruitment and selection, consulting and training, and personne rules
development and interpretation. These duties are delegated to the Divison of Human
Resources, which conducts periodic audits of statewide human resource functions.

As part of our annud statewide audit, we review personnel costs at various agencies on
asample bass. Thisyear we reviewed sck and annua |leave at the Department of Law,
the Department of Natural Resources, the Office of the Governor, the Divison of Centra
Services in the Department of Personnel and Administration, and the Department of
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Revenue. Specificaly, weexamined the controlsand processesfor recording annud, sick,
and other compensatory leave. We reviewed 85 personnd files for Fiscal Year 2001.

During our audit we found severd common problems with the controls and processes for
tracking and recording employee leave. Specificdly, we found thet:

Eleven percent (9 out of 85) of employees had leave request forms not
signed by asupervisor. We found one example of this at boththe Department
of Law and the Office of the Governor. Centra Services had 7 employees with
atotd of 11 request formsthat were not signed by asupervisor, representing more
than 100 hours of leave,

Eight percent (7 out of 85) of employees had one or more leave request
forms (nine total forms) that were not updated in the leave tracking
system. Asaresult, leave time that was taken was not deducted and employees
were not properly apprised of their balances. Thereis dso arisk that baances
may be overdated, resulting in extra costs to the State. At the time of testing in
June 2001, the forms ranged from one to eight months old. We found this
problem three times each at Centrd Services and the Department of Law and
once a the Office of the Governor.

Five percent (4 out of 85) of employees had leavetimerecorded without a
request form, representing 26 hours of leave. This involved files for three
employees at Centra Services and one employee at the Office of the Governor.

More than one-half (13 out of 25) of the employees leave balances
reviewedat Central Servicescontained mathematical errors. Wenoted six
individuas who had one month's activity posted two or moretimes. Thisresulted
in both leave taken and leave earned being recorded severa times, with the
bal ances subsequently misstated.

In generd, we found inadequate review over the leave tracking and recording function.
It does not appear that agency controls that are in place are effective in preventing errors
inemployeeleavebaances. Without complete and accurateleave information, employees
may teke time off ingppropriately, expenses may be recorded incorrectly, and managers
may not have the information needed for policy-making decisons. This is compounded
by agencies using a variety of leave systems to track employee leave balances, ranging
from manud leave cards to spreadsheets to full autometion.
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The Department of Personnd and Adminidration should incorporate the review of leave
controls and processesinto its examinations of the State's human resource programs. This
action will provide the Department with vital management information and assig in their
effortsto comprehensvely manage and oversee the various human resource systemsin the
State's decentraized environment.

The Department is working toward a more comprehensive statewide leave management
sysgem. The individud, segmented leave systems currently in use make it very labor-
intensgve for the Department to gather management information needed to fulfill its
monitoring and oversight functions. In addition, many of the various systems are complex
and difficult to navigate and integrate, increasing the cost of using the systems and the
possihility for errors, such as those found in our audit. A pilot program, Kronos, is
currently being tested in two state agencies. We bdlieve that the Department should
continue to develop a more comprehensive statewide system that provides access to
management information, is more user-friendly, and ismade availableto dl state agencies.

Recommendation No. 20:

The Department of Personnel and Administration should monitor sick and annual leaveon
adatewide basis by:

a. Reviewing the adequacy of leave tracking syssems as part of their oversight of the
State's human resource systems.

b. Edablishing a project schedule and deadlines for implementing a statewide
automated leave system.

Department of Personne and Administration
Response:

a. Agree. The Divison of Human Resources is responsible for overseeing the
statewi de human resource functionsincluding the gpplication by agencies. The
Conaulting Services Unit performs the auditsto monitor and evauatethe state
personnel sysem. This unit is currently redefining the auditing function and
developing an audit methodol ogy and evauation standards that will be shared
withtheagencies. Indetermining the audit schedule, leave management isone
area that is to be audited firs. The audit review of each agency's policies,



Report of The Colorado State Auditor 89

processes, and systems regarding leave tracking will be part of these audits.
This audit is tentatively scheduled to begin prior to June 2002.

Implementation date: Starting June 1, 2002 and then ongoing.

b. Agree. The Department of Personnd and Administration is committed to
providing the necessary support and infrastructure for the statewide
timekeeping (induding leave tracking), providing funding is made available.
The Departments of Public Hedlth and Environment and Natural Resources
have implemented the statewide pilot timekeeping system, Kronos, and the
Department of Public Safety is beginning implementation. These departments
and the Department of Personnd and Administration contributed funding for
the pilot project. In addition, the Departments of Human Services and Labor
and Employment are currently using a separate and sdlf-administered version
of the Kronos system. These departments are planning to migrate to the
statewide Kronos system in the future. Other departments are considering
joining the statewide system as well.

The Department of Personnel and Administration does not have funding to
implement the Kronos system on a statewide level. As each additiond
department joins the statewide system, they will work with the Department of
Personnel and Adminigration and the software vendor to identify the
incrementa costs. These costs may include softwarelicensing costs, software
implementation cogts, additiona infrastructure costs, and ongoing operationd
costs.

Implementation Date: June 30, 2003.

| mprove Controls Over Payrall

In Fisca Y ear 2001 the Department of Personnel and Adminigtration had an annua gross
payroll of goproximately $24 million for its 503 full-time employees and an annud gross
payroll of gpproximately $1.4 million for its 69 part-time employees. During our audit we
found the following:

» Thepayroll processdutieswerenot segregated. Theemployeedirectly associated
with processng payroll was dso reconciling the payroll expense. The
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Department's payroll process should be segregated. The Department has
adequate aff to alow for segregation of duties.

* The independent divison verification of payroll digibility is not adequately
reviewed by the Department's Human Resource Section. To compensate for the
lack of segregationinthe Human Resource Section's payroll process, eachdivison
is requested to review and verify its monthly and bi-weekly payroll expense and
acknowledge in writing that the payroll expenseisaccurate. We found that more
than 50 divison acknowledgment letters had not been reviewed and some
divisons had not acknowledged the accuracy of their payroll expense within the
previous two to three months. In addition, we could not determine if payroll
expense reports were actualy sent to dl the divisons each pay period.

While we did not identify any payroll errors during our testwork, a sound control system
will mitigete the risk of errors or irregularities.

Recommendation No. 21:
The Department of Personnel and Administration should ensure that:
a. The payroll process duties are segregated.

b. All divisons receive and review their payroll expense reports, and payroll staff
review and verify that each divison confirms the accuracy of its monthly and
biweekly payrall in atimey manner.

Department of Personnel and Administration
Response:

a. Agree. The Depatment of Personnd and Adminigtretion is currently going
through a reorganization of internd departmental functions. As part of
that reorganization the Department’s payroll and human resources functions
will be moved from the Divison of Human Resources to the Exantive
Director's Office. Thiswill provide adequate staff to dlow for the proper
Segregation of payroll duties.

Implementation Date: March 1, 2002.
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b. Agree. The necessary steps will be taken to ensure independent verification
of payroll digibility is performed in a complete and timely manner.

Implementation Date: March 1, 2002.

| mprove Procedures and Controls Over
Payment Vouchers

Centra Collections, an agency within the Department of Personne and Adminigration, is
responsble for collecting debts owed to state agencies and local governments and
disburang collections to them. The agency’s internd debt collection system, Columbia
Ultimate Business System (CUBS), manages 450 client agencies and 229,000 accounts
totaling $191 million as of June 30, 2001. In Fiscd Year 2001 Central Collections
collected nearly $11.8 million in debts owed.

The Executive Director's Office (EDO) is responsble for reviewing supporting
documentation, such as detailed billing information and approving payments to date
agencies and loca governments. We found that the EDO approved Centra Collection’s
payments without reviewing supporting documentetion. The same problem existed in our
1996 audit and the EDO agreed to implement procedures to review supporting
documentation before approving payments. We did not find any errors during our Fisca
Year 2001 testwork; however, an established gpprova process can mitigate the risk of
errors.

Recommendation No. 22:

The Department of Personnel and Adminigtration, Executive Director’s Office, should
implement procedures to review Centra Collections supporting documentation prior to
gpproval of payments.

Department of Personnel and Administration
Response:

Agree. The Department will implement the necessary procedures to ensure that
independent review of supporting documentation is performed prior to approva
by the Executive Director's Office.

Implementation Date: March 1, 2002
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State Controller's Office

The State Controller's Office (SCO) is organizationdly located within the Department of
Personnd and Adminigration. The Office is under the direction of the State Controller,
who is gppointed by the Executive Director of the Department of Personnd and
Adminigration. The SCO isresponsble for the State's financid affairs and reporting on
the operations of the State as awhole, including the following functiond arees:

» Adminidration. This areaincludes the State Controller and the Deputy State
Controller, who are respongble for establishing financia guideines and fisca
policiesfor the State's agencies.

* Reporting and Analysis. Thisaeais primarily responsble for compiling the
State's Generd Purpose Financia Statements as well as various other statutorily
required reports.

* Financial Accounting Specialists Team. The members of this team provide
vaious accounting services to State agencies, including assigting them in
implementing new guiddines and addressing speciaized accounting needs.

* Central Accounting. This areds primary responshility is to issue warrants for
the State's obligations.

* Cost Accounting. Thisarea develops the satewide indirect cost plan.
* Procurement. The State Controller overseesthe State's procurement functions.

The State Controller's Office was appropriated 38.5 FTE staff in Fisca Year 2001.

Ensure Problem Areas Are Resolved

The misson of the State Controller’s Office is to manage the State’' s financid operations
and provide qudity datewide financid information. The SCO routindy works in
partnership with state agencies, which on a daily bas's conduct the State' s business and
record the rel ated transactions on the State’' saccounting system, COFRS. The SCO dtaff
arein continua contact with agency accounting staff and analyze information in COFRS
on aregular basis. These activities provide the SCO with feedback on financia issues.

Despite the SCO's involvement, we have seen problems at two of the State's largest
departments that have continued over a number of years.
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Department of Health Care Policy and Financing (HCPF). HCPF oversees the
State’' sMedicaid program, which isthe largest federd program administered by the State.
The Medicaid program isfunded approximately equaly by state generd fundsand federa
funds and had expenditures of over $2 hillion in Fiscal Year 2001. As part of its
responsbilities, HCPF tracks the accounts receivable due to the State from the federal
government after genera funds have been expended for the Medicaid program. In Fiscal
Y ear 1996 the Statewide Single Audit reported that HCPF had inadequate controls over
the various accounts receivable for the Medicaid program. The audit recommended that
the Department improve its management of these accounts by completing reconciliations
and drengthening controls.

Subsequent auditsreportedthat therecommendationwas* partidly implemented” because,
athough the Department had been able to reconcile some of itsreceivablesrelated to the
Medicad program, it had not been able to reconcile the largest one, the receivable from
the federa government. After considerable effort over severa years, in Fisca Y ear 2001
the Department completed the reconciliation and concluded that the receivable was
overstated and had to be reduced by $15.9 million. This amount represents amost 14
percent of the $116.2 million federd receivable prior to the reduction. (For additiona
information about HCPF and this write-off, see Recommendation No. 3).

Department of Human Services(DHS). DHS overseesthe State sprogramsfor public
assstance, mentd hedth, developmental disabilities, youth corrections, vocationa
rehabilitation, veterans, and numerousother areas. ThisDepartment had total expenditures
of about $1.8 billionin Fiscal Y ear 2001 and is responsible for some of the State’ s other
large federd programs. Some of these programs and their total Fiscd Year 2001
expendituresfromal sourcesinclude Temporary Assstancefor Needy Families, or TANF
($197.6 million), Food Stamps ($179.1 million), and the Socid Services Block Grant
($85.2 million). Since Fiscd Year 1995, the annud financid audits have identified
problems with cash management related to federd receivablesat DHS on aregular basis.
Specificdly, the Department has not drawn down federd fundsin atimely manner for dl
of itsfederd programs after state genera funds have been expended. The Department has
made efforts to address this problem, as well as other issues, by reorganizing accounting
gaff and functions and implementing anew county financid information system. However,
the Fiscal Y ear 2001 audit againidentified large baancesin thefedera accountsreceivable
for four of the Department’s largest federa programs. This indicates that in these cases
DHS dill was not requesting reimbursement from the federal government as soon as it
should. For afifth program, the Department had drawn federd fundsin advance of Sate
expenditures, which isaviolaionof federa regulations. (For additiona information about
DHS cash management, see Recommendation No. 66).
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M anagement of State Finances

The longer problems persis, the more difficult it may be to determine their source and the
more likely they may result in coststo the State.  In the case of HCPF, it is not known if
the $15.9 million was origindly avaid receivable that should have been collected from the
federd government, or was aresult of erroneous entries not discovered previoudy. If the
$15.9 million was a vaid receivable, the write-off represents an expenditure in genera
fundsbecause the State did not receive the federa reimbursement. However, becausethe
problem was not identified until & least three years after the entries in question occurred,
and because of difficulties locating detailed accounting data, HCPF was unable to
determine the specific entries that created the $15.9 million. In any case, Sncethereisa
two year limit under federd Medicaid regul aionsfor requesting reimbursement, theamount
isnot collectible a thistime.

Inthe case of DHS, the lack of timely draw downs of federd fundsfor programs such as
TANF meansthat the State loses the use of those generd funds longer than it should. In
other words, the State unnecessarily loses interest on genera funds used to front the
federd share of expendituresprior totherecept of federal rembursement. InFiscal Year
1998 theaudit estimated that approximatedy $107,000in interest waslost over asix-month

period.

The SCO’s assistance and guidance to state agenciesis vita to ensuring that the State’s
finances are properly managed; adequate controls are in place to safeguard state assets;
and financid reports are accurate, timely, and provide an appropriate basis for decison
meaking.

Recommendation No. 23:

The State Controller’ s Office should assess ongoing problems identified during audits on
the basis of risk, and ass st agenciesin addressing and resolving problems consdered high
priority for the State.

State Controller’s Office Response:

Agree. The State Controller’s Office does assst state agencies in resolving
problems identified during financid audits. We are deeply troubled by the $15.9
million dollar adjustment to the federd receivables at HCPF and became aware
of it shortly before closing the books.  This adjusment was identified as a result
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of that department responding to prior audit recommendations. Based on
satements by the accountant involved, we believe that the error resulted from an
over-accrual of federa revenuethat occurred over anumber of years. If thisisthe
case, thisrepresents an accounting error; it does not represent an under-collection
of federa revenue. However, we have not yet been ableto verify thisexplanation.
The State Controller’ s Office will continue to investigate the transactions that may
have led to this required adjustment.

To be implemented by June 30, 2002, and ongoing.

Record Write-Offs of Accounts Receivable
In the Current Fiscal Year

Ancther concern identified during the Fiscd Year 2001 audit was that the State
Controller’s Office recorded the offset to the $15.9 million write-down in accounts
receivable, discussed inthe previous section, asadecreaseto the prior year’ sfund balance
inthe State’ sFiscd Y ear 2001 financia statements. 1n our opinion, the offset should have
been recorded as a bad debt expensein Fiscal Year 2001. Recording the $15.9 million
as a bad debt expense is congstent with the treatment of other reductions to accounts
receivable for uncollectible amounts, and clearly identifies the adjustment in the current
year.

In making its decision, the SCO used accounting standards that address how adjustments
for errors and for changes in estimates should be reported.  Standards require that the
correction of an error be reported as an adjustment to the prior period, if the error is
discovered during the current fisca year but is attributable to an earlier year. Onthe other
hand, a “change in estimate” is to be reported in the current fisca year, regardless of
whether the origind estimate was made in the current year or an earlier year. Inthe case
of the $15.9 million reduction, the State Controller’ s Office concluded that the reduction
was the correction of an error or errors made in prior years and therefore must be treated
asajprior period adjustment.

We are concerned that thereis no documentation supporting the conclusion that the $15.9
million was an error or collection of errors. It isequdly likdy thet the $15.9 million was
a onetime avaid receivable. Various audits conducted by our office of the Medicaid
program have identified problems with oversight of the financid aspects of the program.
In particular, the Overexpenditure of Medicaid Funds Financial Review conducted by
the Office of the State Auditor (discussed in the Department of Hedlth Care Policy and
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Financing recommendations 4 through 9 in this report) found a serious lack of oversght
and accountability on the part of both HCPF and the Department of Human Services
(DHS) for expenditures for two parts of the Medicaid program administered by DHS.
These problems have likely existed since the reorganization of state departments effective
Fiscal Year 1995, and they also could have resulted in, or contributed to, misstated
receivables. If thisis the case, the $15.9 million represents not only an adjustment to
accounts receivable, but dso aloss of federa revenue to the State.

Receivable amounts deemed uncollectible are routinely reported in the current period as
anexpenseto that period. For example, in Fiscal Y ear 2001 the SCO recorded another,
separate write-down in accounts receivable in the amount of about $2.1 million from
Medicaid providers as a bad debt expensein Fiscal Year 2001. Thus, the SCO did not
handle the two Medicaid-related write-offs consistently with respect to reflecting the
expense as current year activity. For the provider recelvable, there was an alowance for
uncollectible accounts, and the offsetting entry increased the dllowance, rather than directly
decreasing the receivable itsdlf.

Disclosure of Adjustmentsin Current Year

Equdly asimportant as the discussion of accounting standards, however, we believe that
write-offs to accountsreceivables and other adjustments affecting the State’ sassetsshould
be disclosed as pat of the current year's financid activity in order to ensure full
accountability for thesetransactions. Inthiscase, thereisgenera agreement that the $15.9
million overstatement was the result of poor accounting practices, and the lack of abasic
control over the Medicaid program. Such instances need to be fully disclosed, and in our
opinion, recording these as current year adjustments is the most sraightforward manner
of achieving this

I naddition, recording such adjustments asacurrent year transaction prevents manipulation
of the year’ sfinancia results by moving adjusments into prior years. Thisis particularly
important because state spending is limited by severa legd requirements, such as the 6
percent limitation ontheannud increasein generd fund expendituresunder the Arveschoug
provison(Sec. 24-75-201.1, C.R.S)). Inthiscase, becausethe $15.9 million wastreated
as aprior period adjustment, it will not become part of the Fiscal Y ear 2001 base upon
which the 6 percent limit in generd fund expendituresis caculated for Fisca Y ear 2002.
If the $15.9 million had been treated as a budgetary expense in Fiscd Year 2001, this
would have increased the Fiscal Year 2001 base by $15.9 million and would have
potentially decreased the amount of money available for transfer into the Highway Users
TaxFundinFisca Year 2002. Inthe case of the Medicaid provider receivable reduction



Report of The Colorado State Auditor 97

of $2.1 million discussed earlier, this was treated as a budgetary expense for Fiscal Y ear
2001.

Recommendation No. 24:

The State Controller’ s Office should record write-offs of uncollectibleaccountsreceivable
as acurrent year expense in the year in which the determination is made, unless specific,
documented evidence of entries exists that attributes the adjustment to an error or errors
made in aprior period.

State Controller’s Office Response:

Patidly Agree. The State Controller’s Office does record write-offs of
uncollectible receivables in accordance with generdly accepted accounting
principles. We do not believe that recording a current year expense is aways
appropriate. The write-off of the $2.1 million of Medicaid provider receivables
was properly shown as an expense because expenditures had been reduced when
the recaivables were established. However, write-offs of tax receivables are
recorded as a reduction of current year revenue because revenue was overstated
when the recelvables were origindly established. Prior period adjustments are
only recorded for errorsmadein aprior period that are of such asizethat showing
them as current period adjustments would materidly distort current year revenue
or expenditures. The State Controller’s Office will continue to discuss with the
Office of the State Auditor, the Joint Budget Committee Staff, and the Office of
State Planning and Budgeting, the most appropriate way to reflect these types of
adjustments againgt the current year budget.

To be implemented by June 30, 2002.

|mprove Timeliness of Initial Electronic
Funds Transfer Payments

The State makes payments to vendors in one of two ways, by check or by Electronic
Funds Transfer (EFT). InFisca Y ear 2001 about $4.6 hillion of paymentswere made by
EFT and $3.9 billion were made by check. These amounts do not include checks for
income tax issued by the Department of Revenue and unemployment insurance checks
issued by the Department of Labor and Employment.
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EFT payments have advantages over paying by check. EFT transactions cannot be lost
in the mall and the State Treasurer’ s Office is able to better predict the State' s cash flow.
Although float timeis reduced, the predictability of EFT transactions alows money to be
kept in higher-yidding invesments for longer time periods. These advanteges are lost
when manua checks are issued.

When a vendor initidly requests to be paid by EFT, the State Controller’ s Office enters
the vendor informationinto the Stat€' saccounting system and sendsa prenatificationto the
vendor’s financid indtitution. The prenctification is a zero-dollar EFT transaction thet is
used to verify that the account informationisaccurate. If the prenctification isnot regjected,
the State will send the first EFT payment 17 days later.

During our audit weidentified aproblemwith thetime period between when avendor Signs
up to receive payments by EFT and when the initid payment is made to the vendor.
Currently the Stat€' s accounting system is programmed to transmit a prenctification and
to wait 17 days for a response from the vendor’ s financid indtitution before initiating the
EFT payment. In some instances, this delay has necessitated the issuance of manua
checks to ensure payments are made within the statutory 45-day deadline.

We contacted six financid ingtitutions to determine whether the State's prenctification
processwasreasonable. The bankswe contacted had time periodsranging from two days
to two weeks, with the standard being about one week. All of these time periods were
less thanthe State's 17 days. In addition, we found that the National Automated Clearing
House Association, the nationa rule-making body governing e ectronic payments through
the Automated Clearing House system, no longer requires prenotifications when initiating
EFT transactions.

We beieve that the State Controller's Office should diminate the prenotification
requirement or reduce the time period so that initid EFT transactionswill be processed in
atimely manner. This changewould require reprogramming the State's accounting System
to accept ashorter time period. The State Controller's Office should work with Colorado
Information Technology Services staff to coordinate any system changes.

Recommendation No. 25:

The State Controller's Office should eliminate the prenctifi cation requirement or reducethe
time period to ensure initid EFT payments to vendors are made in atimey manner.
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State Controller's Office Response:

Agree. The State Controller's Office will review the need for the prenatification
process. If it is determined that it will sill be required, we will work with the
appropriate parties in the Department of Personnd and Administration to
implement the needed system changes to reduce the time required to initiate EFT
payments.

To be implemented by June 30, 2002.

Colorado Information Technology Services

Colorado Information Technology Services (CITS) integrates the State's information
sarvices. The Divison's responghilities include planning, coordinating and integrating
communication capabilities for data, voice, radio, and wireless technologies; planning,
managing, operating, and ddlivering the State's computer infrastructure (such as desktop
microcomputers, mainframe resources, and data entry services); developing data sharing
technologies, archiving historica records, and supporting al statewide applications
(induding payrall, personnd, financid, and purchasing systems). The State Archivesisa
unit of CITS.

State Archives

The Colorado State Archives mission is "to ensure the preservation of the state's
permanent legd records and information and to promote their use by the citizens of
Colorado." Archives provides records and archive management and micrographics
assstance to state and local government agencies. Archives information and research
functions provide for citizen accessto public records created by the legidative, executive,
and judicia branches of state government. Archives was appropriated 11 FTE to carry
out itsfunctionsin Fisca Year 2001.

Recor ds M anagement Processes Need
| mprovement

Section 24-80-102, C.R.S,, dtates that the Executive Director of the Department of
Personnel and Administrationisresponsiblefor the proper administration of publicrecords.



100

State of Colorado Statewide Single Audit - Fiscal Y ear Ended June 30, 2001

For al practica purposes, this duty is delegated to the State Archivist. Agencies are
alowed by dtatute to gppoint records liaison officers to help with the performance of the
dutiesand functions concerning state archives and public records. Theseofficersaidinthe
oversght of records management processes at their agencies by monitoring compliance
with the State's Record Retention Manud, creating policies and procedures regarding
record retention and destruction, ensuring that records are purged and destroyed
according to established schedules, establishing protocols for  the safeguarding of
confidential records, and serving as aresource for agency personndl.

Archives works with the records liaison officers to develop and approve retention
schedulesfor agency records. Retention schedules and destruction requests are approved
by the executive director of the requesting agency, the Attorney Generd's Office, the State
Archivigt, and the Office of the State Auditor.

As part of our audit, we sent records management policy and procedure surveys to 22
Colorado state agencies encompassing al three branches of government. In addition we
surveyed records management personnd from five surrounding states. Wea so performed
testwork at the State Archives and various state agencies. During our testwork we noted
severa ways in which the State's records management processes could be improved. In
addition, wefound agenera lack of awareness of basi ¢ records management requirements
and practices and alack of overdl information. For example, we were unable to obtain
bas ¢ information such asthe amount of storage space used, number of records stored, and
records storage costs.

| mprove Communication About Records
M anagement Policies and Procedures Among
Agencies

We found one agency was not updating its record retention schedules on aregular bass,
four agencies were not aware that records retention policies and procedures must be
approved by the State Archivigt, Attorney Generd's Office, and Office of the State
Auditor; and severa agencies had schedules that did not include al agency records.
Schedulesshould bereviewed and updated periodically to ensurethat they areappropriate
and that records are being kept and purged in an efficient manner.

Sx agencies were not aware that record liaison officers should be appointed for each
department. We obtained a listing of record officers from the Archives and noted the
record liaison officers listed for these Sx agencies were no longer responsible for those
duties, or only were responsible for their divison.
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None of the agencies surveyed requested detailed billing statements from DocuVaullt, the
State's gpproved record storage vendor. DocuVault dlowscustomerstoindicatethelevel
of detail they prefer on their monthly statements. If an agency does not specify the type
of stlatement, the default monthly billing will only show atota amount due. If agenciesdo
not request detailed hilling statements, there is no way to ensure that they are being
charged for the correct services.

Purge Records Annually

Four of the twenty-two agencies reviewed were not purging records on an annud basis
and were keeping records|onger than needed. Although annua purging isnot required by
satute, records should be purged regularly so that unnecessary items are not retained,
resulting in extra storage costs to the State.

Records should be destroyed in compliance with Section 24-80-105, C.R.S., which
requires approva of the Attorney Generd's Office and the State Archivist before records
aredestroyed. We noted multipleinstanceswhere record liaison officers stated they were
unaware of thisrequirement. \When records disposd isnot properly approved, itemswith
abusiness, legd, or audit vaue may be destroyed inadvertently.

| mprove Maintenance and Stor age of Records

None of the state agencies we surveyed were able to produce an inventory listing of
records. Although thisis not required by satute, it is essentia for records management.
Aninventory of stored records should be kept so that the retention and disposal processes
can be efficiently managed and so that agencies are aware of the number and location of
the records they possess.

All records should be stored appropriately. We noted two agencies using off-site storage
facilities that were not climate-controlled. Records stored in such areas may be subject
to the variations of the wegther or to pest infestation, which may cause damage or
destruction.

Agencies should use the most cogt-effective record storage methods.  Specifically,
agencies are storing records themselves when it may be more cost-effective to use the
state-approved vendor. The State entered into a price agreement with DocuVault to
provide record retention servicesfor Fiscal Year 2002. For records that are not needed
onafrequent basis, it may be more cost-effective for agenciesto use DocuVault's services
than to maintain their own storage facilities. Using DocuV ault would also free up spacein
gtate buildings that could be used for other purposes.
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Obtain Records Information and Create a Records
M anagement Users Group

The above problems indicate a fundamenta lack of awareness and disregard on the part
of state agencies for records management. Archives could remedy this deficiency by:

Working with the Generad Assembly to establish standards for records
management indluding, but not limited to, requiring the gopointment of a records
officer for each department, periodic inventories of agency records, and the
appropriate destruction of agency records.

Requiring inventory listings of records stored and storage space used from each
agency. Thisinformationwould assstin efficiently managing retention and digposa
processes and provide information on the cost of record storage a each agency.

Creating a users group to achieve better communication between agencies and
Archives. Such a group would provide a forum for records liaison officers to
discuss issues and concerns relating to their duties. It would aso provide a
mechanism for Archives to disseminate information relating to retention
requirements and best practices and to provide opportunities for additional
training. During our testing we noted a tremendous disparity in the experience of
the records liaison officers.  Some officers were very knowledgesble about the
process, while others were not. A users group would alow new records liaison
officers to draw on the experiences of their peersin an informal environment.
Since Archives possesses the necessary expertise, it should take the lead in
coordinating such a group.

Recommendation No. 26:

The State Archives should work with the General Assembly to establish standards for
records managemen.

State Archives Response:

Agree. The State Archiveswill work with the Generd Assembly thissummer and
fdl to establish such standards. Legidative change will be sought in the 2003
sesson.

Implementation Date: June 30, 2003.
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Recommendation No. 27:

The State Archives should require the submission of inventory listings of records stored
and storage space used from each agency.

State Archives Response:

Agree. Wewill proceed to establish a process to collect thisinformation from the
agencies and anticipate beginning to request this informetion in July 2002. If
agencies do not respond to our request, we will notethisand advisethe Office of
the State Auditor.

Implementation Date: June 30, 2003.

Recommendation No. 28:
The State Archives should improve communication regarding records management
requirements among state agencies by creating ausers group. This group should include
records liaison officers from each agency, should meet on a regular basis, and should
address:

a. Records management policies and procedures.

b. Purging and destroying records.

c. Maintenance and storage of records.
State Archives Response:
Agree. The State Archives will establish a records management users group as
recommended. We will move forward to devel op a process whereby the group

will meet quarterly beginning with Fisca Y ear 2003 to address these issues.

Implementation Date: July 15, 2002.
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Convert to an Electronic Cataloging
System

Archives maintains a catalog of al permanent recordsin its possession in a paper format.
Agencies provide Archives with two copies of the Public Records Regigter, detailing the
items to be stored.  Archives stamps a record location on the copies and files them in
binders cdled Finding Aid Guides for each agency. When locating a record, Archives
personnel must manualy locate the Public Records Regidter for the item. Because this
information is filed manualy, there is only one access point to look up records. For
example, information cannot beretrieved from different computer termina sor other remote
locations. Archives also does not have the ability to perform searches by topic or
keyword, leading to more effort and time spent by staff in retrieva.

There are a variety of systems available that could aid in tracking the records Archives
keeps. Theserange from off-the-shelf database software to programs created by agency
gaff. An dectronic cataloging system would alow Archives multiple access points to
retrieve information and to process requests more quickly and efficiently. Items could be
retrieved usng a variety of search termsin addition to the item number. Archives should
investigate the options available and convert its existing inventory from a paper to an
electronic format for its cataloging system.

Recommendation No. 29:

The State Archives should investigate the various options available and convert its current
cata oging system from a paper to an dectronic format.

State Archives Response:

Agree. Effortsare currently under way to determine what the scope and resource
requirements of this project would entail. Our goad would be to make the
informationavailableontheInternet aswell. If the spending authority, funding, and
technology are available, this process could begin in Fisca Year 2003.

Implementation Date: June 30, 2003.
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| mprove Records Management Training
Provided to State Agencies

Archives provides records management training to agencies upon request. This training
covers basic records management topics, such asthe duties of the recordsliaison officers.
As of October 2001, Archives had not provided any training to agencies other than on
demand. However, we noted that severa statewide training sessions are now available
with dates listed on Archives Web ste. Although thisisastep in the right direction, we
believe that Archives should take further steps to publicize available training services.

As part of our survey of state agencies, we asked if records liaison officershad attended
an Archives-sponsored training sesson and, if so, their opinion of the quality and value of
the information they received. Individuas who stated they had attended the training had
a high opinion of the content and quality. However, we noted that 9 of the 22 records
liaison officers sated that they were unaware that Archives offered such training.

It isimportant that records liaison officersrecaive training on their duties. Staff at four out
of the five states we surveyed stated that they provided at least annud training sessons.
We bdieve that Archives should take steps to publicize its training program and conduct
at least annud training sessions for al agency records liaison officers.

Recommendation No. 30:
The State Archives should ensure that training is available to al agencies by:
a. Taking sepsto publicize the type and nature of training that is available.

b. Conducting generd training sessonsfor al agency records officers on at least an
annud bass.

State Archives Response:

Agree. The State Archives can expand information about the training
opportunities that are available to state agencies. However, there is a need for
additiona records management FTE to dothejobwell. At presentonly a.5FTE
isavailablefor statewide recordsmanagement. Conversaly, our neighboring states
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have anywhere from 3 to 12 full-time records management FTE assigned to this
responghility.

Wewill planfor an annud records management training session beginning in Fisca
Y ear 2003 assuming funding and resources are available.

Implementation Date: August 1, 2002.

Central Services

The Divigon of Centra Servicesisrespongble for providing basic services needed in dll
state agencies. These servicesinclude mail processing, messenger services, management
of thestatewidetravel program, copying, printing and graphicsdesign, microfilming, vehicle
leasing, management of the State's motor vehiclefleet, and collection of overdue accounts.
Centrd Servicesisfunded entirely from fees paid by state agencies.

| mprovements Are Needed in Direct
Billing Systems

Central Services directly hills other agencies more than $10 million each year for
centraized services. Automated billing sysemsgeneratebillsand interfacewith the State's
accounting system, as well as provide various management reports.

During our audit we identified the following control issues:

* Two dataentry people at the Print Shop can perform data-entry related functions
and modify programs. These duties are incompetible and alow the opportunity
to dter programs and billings.

* Thereis no off-dte storage of backups for some of the Direct Billing System
application files and master data files. The backup files are stored at the same
location with the computer equipment. Inaddition, no forma document is stored
off-gtethat containsal information necessary for locating key employeesand data
files



Report of The Colorado State Auditor 107

Recommendation No. 31:
The Divison of Central Services should ensure that there is:

a. Proper segregation of duties and limited access to necessary functions by
employees.

b. Backups of gpplication files and master data files are stored off-ste in case of a
disaster.

Division of Central Services Response:
a. Agree. Implemented June 30, 2001.
b. Agree. During the audit the recommendation was made to the Network

Adminigrator that amonthly backup tapefor the Condor Server betaken off-
gte. This process was implemented June 30, 2001.
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| ntroduction

The Department of Revenue's primary role is to manage the State's tax system. Tax
collections totaled $8.7 billion in Fiscal Year 2001. In addition, the Department is
responsible for performing various other functions as follows:

C

Adminigter the State L ottery, which grossed nearly $351 million in ticket sdlesin
Fiscal Year 2001. Of thisamount, about $79 million wasavailablefor digtribution
for capita construction aswell as for parks and outdoor projects.

Act as a callection agent for city, county, RTD, specid didtrict, and severance
taxes. The Department received nearly $926 million in taxes and fees on behalf
of other entities.

Collect taxes and fees for the Highway Usars Tax Fund (HUTF), which is
primarily for the benefit of highway maintenance projects in the State. In Fiscal
Y ear 2001, amounts collected for the HUTF totaed gpproximately $742 million.
Regulate the limited stakes gaming activities in Cripple Creek, Black Hawk, and
Centrd City. The gaming communities grossed about $651 millionin Fisca Year
2001.

Enforce tax, dcoholic beverage, motor vehicle, and emissonsingpection laws.

Operate the State's 11 Ports of Entry.



110

State of Colorado Statewide Single Audit - Fiscal Y ear Ended June 30, 2001

Department of Revenue
General Fund Revenue Collections

(In Millions)
$423
$552 Corporate
Other Income Tax

$1,844
State Sales T

$4,167
Individual Income
Tax

Source: Department of Revenue, Fiscal Y ear 2001 Collections Report.

In Fiscal Year 2001 the Department had a budget of nearly $476 million and 1,523 full-
time equivdent staff (FTE). The State L ottery Division had the largest share of the budget,
accounting for nearly 65 percent of the tota.

TABOR Refund M echanisms

The Taxpayer's Bill of Rights (TABOR) was added as Article X, Section 20, of the
Colorado Condtitution in the November 1992 general election. TABOR limitsincreases
in the State's revenue to the annud inflation rate plus the percentage change in the State's
population. Revenue in excess of this limitation must be refunded to taxpayers in the
following fiscd year unlessvoters approve arevenue change that alowsthe State to keep
the excess. TABOR dso dlowsthe State to use tax credits as amechanism to refund the
EXCESS revenue.

For Fisca Y ear 2001 there were nine mechanisms used to refund the $941.1 million Fisca
Y ear 2000 TABOR excess. Theseincluded the state earned income credit; the persona
property tax credit; the dividend, interest, and capital gains exemption; the capitd gains
modification; therural health care provider credit; increased child care credits; the pollution
control equipment credit; the health benefits plans credit; and the State sales tax refund.
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We examined over 200 income tax returns from seven different samples, each relaing to
one of the nine TABOR refund mechanisms. During our teswork we found controls
lacking over the issuance of some of these credits.

Ensure Only Eligible Individuals Take
TABOR Credits

Many of the credits require the submisson of documentation in addition to the standard
return that showsthat ataxpayer is digible to take the credit. Othersredtrict digibility by
the amount of a taxpayer's federd adjustable grossincome. On the basis of our sample,
we found that $343,306 in credits were erroneously granted to indligible taxpayers.
Specificdly, we found:

Over 600 taxpayers who were not appropriately certified by the
Department of Public Health and Environment claimed the rural health
care provider credit. Individuds are Satutorily required to be certified by the
Department of Public Hedth and Environment (DPHE) to take the rurd hedth
care provider credit. Health care professionas who reside and practice in areas
of Colorado that are understaffed can take a credit of up to one-third of the
amount of quaified student loans. Out of 10 tax returns in our sample for this
refunding mechanism, only oneindividua was certified by the DPHE and therefore
qudifiedto takethecredit. We compared alist of certified taxpayerswith areport
showing the tota number that claimed the credit, and found that over 600
uncertified taxpayerstook the credit for atotal amount of $309,250. Additionaly,
the certification form, which is required by statute, was missng in al 10 returns
sampled. The Department does not have any controls in place to ensure only
certified taxpayers claim this credit.

218 taxpayers erroneoudy claimed the earned income credit. Taxpayers
with afederd adjusted grossincome of less than $31,250 are digible to teke the
state earned income credit. The credit is 10 percent of their federal earnedincome
credit. In our sample of 60 tax returns, we found one individua with a federd
adjusted gross income of greater than $31,250 who had taken the credit. The
Department provided us with a report showing an additiona 217 taxpayers who
had erroneoudy claimed the credit for atota amount of $30,895.
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* Atleast seven indligibletaxpayers claimed the health benefit plan credit.
Individuas with aprior year federd adjusted gross income of less than $35,000
are eigible to take the health benefit plan credit. The credit dlows taxpayers to
dam a credit for hedth benefit plans not paid for by an employer or deducted
from federal adjusted gross income. We found 7 out of 25, or 28 percent, of
taxpayersin our samplefor thiscredit had federa adjusted grossincomein excess
of thethreshold. The errorstotaled $3,161. The Department could not provide
us with areport showing the prior year adjusted gross income of the individuas
who took the credit. The Department basically has no controls to ensure the
hedth benefit credit is gppropriately taken.

* 40returnsdid not include the Colorado Individual Credit Schedule or the
Colorado Source Capital Gain Affidavit. Duringour Fisca Y ear 2000 audit,
we found that taxpayers did not dways submit the Colorado Individud Credit
Schedule or the Colorado Source Capital Gain Affidavit. Thescheduleisrequired
by the Department when claiming certain tax credits. The Department processed
returns that were incomplete. For Fisca Y ear 2001 we found that the schedule
was not submitted in 25 out of 110 ingtances when required for the credits we
sampled, and the affidavit was not submitted in 15 out of 25 instances in our
sample of the Colorado Source Capitad Gain Exclusion. The Department requires
these forms but will process returns without them.

The Department does not have a methodology in place to verify taxpayers federd
adjusted gross income, and does not ensure that supporting documentation is submitted
with the return. Such documentation is dready required by statute or the Department's
own ingructions. Without this documentation, the Department cannot verify the digibility
of taxpayers to take the credits. Because there is no methodology in place to verify
digibility, individuas who were not eigible to take these credits, did so. The Department
should identify and bill al individuads who indigibly claimed these credits. If the schedules
are not provided by the taxpayer, the Department should not processthe return or should
evauate other methods of independently verifying the accuracy of the credit. Our audit
clearly indicates the need for verification procedures.



Report of The Colorado State Auditor 113

Recommendation No. 32:

The Department of Revenue should ensure that only digible individuas dam and receive
TABOR credits by:

a ldentifying and billing individuas that were indigible to dam TABOR credits

b. Implementing a methodology to ensure thet taxpayers are digible for the credits
taken.

c. Processing only completereturns, or eval uating methods of ensuring that accurate
credits are clamed should the taxpayer fail to submit the required schedules.

Department of Revenue Response;

a. Agree TheDepatment iscurrently inthe process of identifying and billing any
taxpayer that isfound to have taken a credit in error. This processis part of
our regular efforts to ensure accurate filings.

The Department does have edit criteriain place that result in the review of
certain net capita gain deductions. If an affidavit was not filed, the
Department requests the affidavit.

b. Agree However, the Department is concerned that the expenditure of
resources on credits that might not exist for the next tax season is kept to a
minmum.  Further, the Department condders a number of factors in
prioritizing its resources, including the number of taxpayers affected, the
impact on processing returns, programming expense, anticipated results, and
avalability of other audit processes. The creditsidentified are fairly new and
limited to ardatively few taxpayers and only sdect tax years. The following
paragraphs describe actions being taken in response to the audit concerns:

* Earned Income Credit. Implemented: The Department aready has a
computer edit in place to check income threshold.

* Hedth Bendfit Credit. The Depatment will investigate imposng a
computer edit this year to audit for last year’'s federd adjusted gross
income. We currently planto audit thiscredit, asweexplained in thefisca
note, as part of our Fair Share section’s projects.
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* Individud Credit Schedules and Net Cepitd Gain Affidavit. The
Department must balance the need for efficient processing with the need
for auditing and compliance efforts. The TABOR crediits resulted in the
requirement that new forms be attached to the return. Manud visud
checking for the attachment of theseformswould have significantly dowed
the processing of the paper returns during the last tax season. The
Department is under tremendous pressure to process over two million
returns, many of which require refunds, in ashort period of time, to avoid
interest and refund pendties. All possible efforts to ensure compliance
with the laws are being considered.

* Rurd Hedth Care Provider Credit. The Department will investigate a
programming change to create a database to verify that the taxpayer has
acertificate. Taxpayers without certification will be contacted for more
information and, if appropriate, assessed.

c. Agree. Tothedegreepossiblegiven limited resources. The abovediscusson
describes the Department’ s activities in this regard.

Enhance Controls Over Personal Property
Tax Refund

The persona property tax refund began as a TABOR refund mechanism in Fiscal Year
1999. This mechanism dlows qualified taxpayersto clam arefund of persond property
taxespaidtodl taxing jurisdictionsinColorado.  All qualified taxpayers were required to
submit apaper return and proof of payment to claim therefund. The Department manually
processed more than 100,000 property tax returnsin Fisca Year 1999. House Bill 00-
1145 changed the process beginning in Fiscal Year 2000. The hill alows taxpayers to
receive the refund automaticaly on the basis of information provided to the Department by
county treasurers and county assessors. The counties are required to provide the
Depatment with a persona property schedule number, the taxpayer's ID number,
taxpayer's name and address, and the amount of personal property tax that was paid
timdy. During Fiscal Year 2001 about 104,000 refunds were issued, totaling $84.6
million.

We found three problems during our review of the refund process. We found that
(2) there are till more than 3,100 outstanding refund checks as of October 4, 2001, (2)
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data entry errorswere made by the Department, and (3) some countiesare till unclear on
the required information to be provided to the Department.

Resolve Outstanding Check I ssues

During our audit we found that some taxpayers were not receiving their refund checks.
The Department did a mass mailing of refund checks in August 2000 for refunds of
Cadendar Year 1999 persona property taxes paid in Calendar Year 2000. Of the
approximately 104,000 checks issued, there were more than 3,100 outstanding checks,
totaling about $1.3 million as of October 4, 2001. Among those checks, about 2,900
were issued on asingle day, August 7, 2000, totaling $1.1 million.

The outstanding checks ranged from $1 to $238,479, and most were cancelled as part of
the State' s expired check process. Although most were for $25 or less, we found that
there were 183 that were greater than $500 each. The top 10 highest amounts ranged
from $6,177 to $238,479 and appeared to belong to major corporations that are easily
located. However, the Department had only contacted 3 of the taxpayerswith thetop 10
highest amountsand 17 of the 183 with outstanding checks over $500, despite the checks
having been issued over ayear and ahalf before. We do not believe that the Department
has made sufficient efforts to locate these taxpayers given the amount of time the checks
have been outstanding.

We have asked the Department to immediately resolvethisissue. The outstanding checks
consg of (1) checks that have been mailed to taxpayers but were returned to the
Department due to incorrect addresses or any other reasons, (2) checks that have been
received by taxpayers but have not been cashed, (3) checks that have been issued but
were not mailed to taxpayers until our audit. The Department was not able to provide us
with a breakdown of the amounts for each of these categories.

It isimperative the Department attempt to locate the rightful owners of these outstanding
checks. Sincetaxpayersarenot required to submit paper returns, many may not be aware
of the refunds owed to them. The Department could provide data regarding which
taxpayers had outstanding checks to the county that originaly provided information and
work together to atempt to contact the individuas involved. Names of individuds with
outstanding checks could also be posted on the Department's Web page, in order to
provide a listing to interested parties. Alternatively, the Department should consider
whether itisviableto turn the outstanding checks over to Treasury's Unclaimed Property
section when other attempts to locate the taxpayers are exhausted.
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Recommendation No. 33:

The Department of Revenue should resolve outstanding check issues to ensure that
taxpayers receive their persona property tax refunds in atimely manner.

Department of Revenue Response;

Agree. The Business Tax Accounting Section has, or will, contact the 183
taxpayers and attempt to re-issue these refunds.

Verify the Accuracy of Data Entry

Incorrect dataentry can causetaxpayersto receiveincorrect refunds. Aspart of our audit,
we tested 60 refund records and found the following problems due to data entry errors.
All the errors were corrected by the Department after we brought them to its attention.

C Two ingancesin which completeinformation was provided by counties, but some
details were omitted during data entry. This resulted in the taxpayers being
underrefunded by $866. The Department refunded the appropriate amounts to
the taxpayers.

C Four ingances in which two or more different ID numbers were entered for the
same taxpayer. Inthis case, the State overrefunded $783. The taxpayers were
hilled for the amounts owed.

C One ingance in which the amount of the tax paid was entered incorrectly. This
resulted in an overrefund of $821. Thetaxpayer washilled for the amount owed.

C Oneingancein which an invdid ID number was entered as avdid ID number.
Thisresulted in an overrefund of $32 by the State. Thetaxpayer washilled for the
amount owed.

While these amounts are small, they are indicative of a basic lack of control over the
persona property tax process.

We noted there were no edits or other verifying proceduresin place during the data entry
process for Fisca Y ear 2001 refunds. Under House Bill 00-1145, counties can file their
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reports eectronicaly or in paper format. Beginningin Fiscal Y ear 2002, the Department
plans to haveanew reporting format for countieswho will report theinformation in apaper
format. There are edits in this new format to verify the accuracy of data entry for the
amount of tax paid and the number of schedules submitted. However, there are no edits
to ensure the accuracy of 1D numbers or taxpayer addresses. The Department needs to
obtain reasonable assurance that correct information has been obtained and used to
process the refund.

The Department should continue to encourage counties to file their reports eectronicaly
and work cooperatively to reduce the submission of incorrect data.  All the errors noted
above were found in the reports filed in paper format. Approximately 39 percent of
reports were filed eectronicdly in Fiscal Year 2001. The Department also noted these
manually processed reports were where the most data entry errors occurred.

Ensure Accuracy of Information

DuringFiscal Y ear 2001 the Department had to process more than 2,800 returned checks
mainly because of incorrect address information provided by counties. The Department
gautorily relies on information provided by each county treasurer and county assessor to
processtherefund. While some counties provided correct information to the Department,
others did not. For example, some counties provided street addresses while the post
office only ddlivered to P.O. boxes in some aress.

House Bill 01-1287 modified the administration of the credit. Thebill requires each county
to submit one set of combined information from the county treasurer and the county
assessor. Prior to House Bill 01-1287 both the Treasurers had sent in separate reports
on the same data. These reports sometimes contained inconsistent information. The
Department aso has provided counties with a new form to report necessary informetion.
In the new form, there are specific ingtructions to ask for the ID number and mailing
address, etc. In addition, the Department held meetings with county personnel to discuss
the new procedures and requirements.

The accuracy of theinformation provided by countiesisvita to the success of the property
tax refund process. We contacted three of the largest counties in the State regarding the
personal property tax refund. Representatives from two of the counties attended the
meeting held by the Department and are aware of the new procedures and requirements.
One county experienced many problemsin Fiscal Year 2000 and is expecting the same
problems again in Fisca Year 2001.
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Recommendation No. 34:
The Department of Revenue should enhance persona property tax refund procedures by:

a. Ensuring dl theinformation furnished by the countieswill be entered correctly and
encouraging counties to file the report eectronicaly.

b. Providing additional training and assistance to counties so that they can provide
more accurate required informetion.

Department of Revenue Response:

Implemented: All procedures surrounding persond property tax refunds were
dramaticaly changed and improved prior to the November 2001 refunds.

a. As of the October 1, 2001 deadline, 86 percent of dl counties had filed
eectronicdly.

b. Since the November 2001 refunds were issued, only one county submitted
incomplete informetion.
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| ntroduction

The Office of the State Treasurer is established by the State Condtitution. The Treasurer
is an eected officia who serves a four-year term.  The Office manages the State's
invesments, and implements and monitors the State's cash management procedures.
Other duties and respongbilities include:

* Recaving, managing, and disburaing the State's cash.

o Safekeeping the State's securities and certificates of deposit.

*  Managing the State's Unclaimed Property Program, the School Didtrict Loan
Program, and the Elderly Property-Tax Deferra Program.

The State's pooled investments are made up of a variety of securities as shown in the

following chart:
Colorado Treasury Pool Portfolio Mix
June 30, 2001
(In Millions)
Corporate
$451 U. S. Treasuries
$879
Federal Agencies Certificates of
$426 Deposit
$70
Commercial
Asset Backed

/ _— Paper
$409

Securities ——

$539
Mortgage Backed \ Bankers
Securities Acceptances
$57 Money Markets $50

$150

Sour ce: Office of the State Treasurer records.
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Ensure Custodial Funds Receive I nterest

The Treasurer's Office held over $190 million in cash on behdf of othersin Fiscd Year
2001. This amount is recorded in about 70 custodia funds on the State's accounting
system. The funds range from sdes taxes collected by the Department of Revenue for
citiesand counties to collatera received by the Oil and Gas Conservation Commission
from operators to conduct oil and gas operations. The amounts recorded in the custodial
funds are deposited as part of the Treasury's pooled cash, and interest is earned on the
deposits. Since the Treasurer's Office acts as the custodian of the monies, the interest
earned should not be credited to the State. Instead, the interest belongs to the entities.
During our testing we noted that the Treasurer's Office was not crediting interest received
to the custodia funds as required.

In Fiscd Year 1991 the Treasurer's Office obtained an Attorney Genera's opinion
regarding the payment of interest to custodiad funds. The opinion specificaly stated that
interest earned on a cugtodia fund is to be credited to that custodia fund. During Fisca
Year 2001 we noted that about 30 custodid funds recelved the interest due, while the
interest for theremaining approximately 40 fundswas credited to the State's Generd Fund.
We edtimated that the Genera Fund received about $2.2 millionininterest that should have
been credited to custodia funds in Fiscal Years 2000 and 2001. The mgority of this
amount related to sales and saverance taxes collected on behdf of cities and counties a
the Department of Revenue. Therefore, the interest should have been paid to these cities
and counties.

In the past the Treasurer's Office has credited interest to custodial funds only after a
request from another state agency. This was because the Office had no definitive way to
determine whether the funds were actually custodia in nature and should be recaiving the
interest. We believe that since the Attorney Generd's opinion was addressed to the
Treasurer's Office, it is the Office's respongibility to ensure that custodid funds are
recelving interest. Therefore, the Treasurer's Office should work with state agencies to
identify which custodia fundsare not currently receiving interest and ensure that such funds
receive the proper amount due them.

In addition, the amount of interest recorded in the State's accounting system can have an
impact on TABOR revenue. The source of the interest received determines whether
interest revenue should be included in or excluded from the TABOR base.  Interest
credited to the State's General Fund is included as TABOR revenue. We have brought
this to the attention of the Treasury's staff who arein the process of identifying which funds
should have received interest and theamount. This processwill be completed by June 30,
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2002, and the impact on TABOR and agency funds will be assessed at that time.
Therefore, the State Treasurer's Office should determine the amount of interest that should
have been paid to the custodia fundsin the past threefisca years and the TABOR effect,

if any.

Recommendation No. 35:

The Treasurer's Office should ensure that dl custodia funds receive the proper amount of
interest due by:

a. Working with state agencies to identify the custodia funds that should receive
interest.

b. Determining how much interest should have been paid to custodia funds instead
of the State's Genera Fund for the past three fisca years.

c. Determining the TABOR effect, if any, on the interest recorded in the State's
Generd Fund ingtead of the cugtodia funds.

Treasurer's Office Response:

Agree. The Treasurer agrees with the requirement to pay interest on those
accounts that are custodid. The Treasurer also agrees that the Treasurer is the
gppropriate authority to determine which accounts are or are not custodid.

Section 24-36-114, CR.S, gives the Treasury the fiduciary and statutory
responghility to credit al interest earnings on “state money” to the Generd Fund
unless expresdy directed otherwise. This obliges the Treasurer to operate upon
the presumption that interest earnings from any funds on depost in the Treasury
are credited to the Generd Fund unless he receives statutory direction or
appropriate documentation that alows him to make a determination that the fund
is custodia. Therefore asamatter of policy, the agency or department that opens
the account must provide the Treasurer theinformation he needsto determine that
the account iscustodial. Without that documentation, hewill presume the account
isnot custodia and continue to credit the interest to the General Fund.

Over the past several months, the Treasurer has repeatedly asked the other
departments to update their ligts of custodid accounts and to provide the
documentation to support that list. Included in these requests was a detailed
descriptionfrom the Attorney Generd’ s opinion explaining the nature of custodia
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funds. Unfortunately, to date, the Treasurer hasreceived aminima responsefrom
the other departments to these letters. Significantly, of the few responses the
Treasurer has received, the mgority were for accounts that the Treasurer
determined were not custodidl.

The Treasurer will send another request that the agencies and departments update
their lists of current custodia accounts by March 31, 2002. When the Treasurer
receives information from the agencies and the departments, he shdl complete
steps b. and c. of the recommendation.

To ensure the proper recording of interest, the Treasurer will request updated
information from agencies on an annud basis.

Implementation date: June 30, 2002

Compliance With Colorado Funds
M anagement Act

The Colorado Funds Management Act (the Act), (Section 24-75-901, C.R.S.), was
enacted to allow the State to finance temporary cash flow deficits caused by fluctuations
in revenue and expenditures. Under the Act, the State Treasurer isauthorized to sell Tax
and Revenue Anticipation Notes (TRANS). TRANS are short-term notes payable from
the future anticipated pledged revenue.

The Office of the State Auditor reviewsinformation relating to tax and revenue anticipation
notes and reportsthisinformation to the Generd Assembly asdirected by Section 24-75-
914, C.R.S. Thisreport section provides information about the July 3, 2001, issuance of
$150 million in Generad Fund Tax and Revenue Anticipation Notes (heresfter referred to
as the Series 2001A Notes) and the October 12, 2001, issuance of $600 million in
Generd Fund Tax and Revenue Anticipation Notes (hereafter referred to as the Series
2001B Notes).

Termsand Price

Both series of Notes have a maturity date of June 28, 2002, and are not subject to
redemption prior to maturity. This date complieswith the Act, which requires the maturity
date to be at least three days prior to the end of the fisca year of issue. Thetable onthe
following page provides other details of the terms and price.
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State of Colorado
Details of Series 2001A and 2001B Note | ssues

|ssue Amount: 2001A $150,000,000
2001B $600,000,000
Denomination (Both Series) $5,000
Premium on Sde 2001A $2,043,600
2001B $3,723,300
Face Interest Rate: 2001A 3.50%
4.00%
2001B 3.00%
3.25%
Average Interest Cogt to the State:
2001A 2.551%
2001B 2.144%

Sour ce: Office of the State Treasurer records.

Notesin each seriesareissued a different faceinterest rates. Thesearetheratesat which
interest will be paid on the Notes. The average interest cost to the State differs from the
face amount because the Notes are sold at apremium, which reducesthe interest expense
incurred.

Security and Sour ce of Payment

Inaccordance with the Act, principal and interest on the Series 2001A and 2001B Notes
are payable soldy from any cash income or other cash receipts recorded in the General
Fund for Fisca Year 2002. Generd Fund cash receipts include those that are subject to
gopropriation in Fiscad Year 2002 and any pledged revenue, including the following:

* Revenue not yet recorded in the Generd Fund at the date the Noteswereissued.
* Any unexpended Note proceeds.

* Proceeds of internd borrowing from other state funds recorded in the Generd
Fund.
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The State Controller will record monies reserved to pay the principa and interest of the
Notes in the Series 2001 Note Payment Account (Account). The holders of the Notes
are secured by an exclusivefirgt lien on assetsin the account. The State Treasurer holds,
in custody, the assetsin the Series 2001 Note Account.

If the ba ance in the Account on June 15, 2002, islessthan the principa and interest of the
Notes due a maturity, the Treasurer must deposit into it al General Fund revenue then
available and borrow from other state funds until the balance meets the required level.

The amount due a maturity for Series 2001A is $155,818,056, conssting of the Note
principal of $150,000,000 and interest of $5,818,056. The amount due at maturity for
Series 2001B is $612,871,111, consisting of the Note principa of 600,000,000 and
interest of $12,871,111. To ensure the payment of the Series 2001A and 2001B Notes,
the Treasurer has agreed to deposit pledged revenueinto the Account so that the balance
on June 15, 2002, will be no lessthan the amount to berepaid. The Note agreement dso
provides remedies for holders of the Notesin the event of default.

L egal Opinion
Kutak Rock LLP, bond counsd, have stated that, in their opinion:

* The State has the power to issue the Notes and carry out the provisons of the
Note agreements.

* The Series2001A and 2001B Notesarelegd, binding, secured obligations of the
State.

* Interest onthe Notesisexempt from taxation by the United States government and
by the State of Colorado.

| nvestments

Boththe Colorado Funds Management Act and the Series 2001A and Series2001B Note
agreements alow the Tressurer to invest the fundsin the Account in digible invesments
until they are needed for Note repayment. Interest amounts earned ontheinvestmentsare
credited back to the Account. The State Treasurer is authorized to invest the fundsin a
variety of long-term and short-term securities according to Article 36 of Title24, CR.S.
Further, Section 24-75-910, C.R.S,, of the Funds Management Act dtates that the
Treasurer may:
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* Invedt the proceeds of the Notesin any securitiesthat arelega investmentsfor the
fund from which the Notes are payable.

»  Depogt the proceedsin any digible public depository.
Purpose of the I ssue and Use of Proceeds

The Notes are being issued to fund the State's anticipated General Fund cash flow
shortfdls during the fisca year ending June 30, 2002. The proceeds of the sae of the
Notes were deposited in the State€'s Genera Fund. Note proceeds will be used to
dleviae temporary cash flow shortfals and to finance the State’s daily operations in
anticipation of taxes and other revenue to be received later in Fiscd Y ear 2002.

Additional Information

The Notes were issued through a competitive sale. A competitive sale involves a bid
process in which notes are sold to bidders offering the lowest interest rate.

The Notes issuance is subject to the Internd Revenue Service's (IRS) arbitrage
requirements. Ingenerd, arbitrage isdefined asthe difference between theinterest earned
by investing the Note proceeds and the interest paid on the borrowing. In addition, if the
State meets the IRS safe harbor rules, the State is alowed to earn and keep thisarbitrage
amount. The Department of Treasury is respongble for monitoring compliance with the
arbitrage requirements to ensure that the State will not be ligble for an arbitrage rebate.

State Expenses

There are expensesincurred by the State that are directly associated with theissuanceand
redemption of the TRANS. These expensesinclude:

* Bond legd counsd fees and rembursement of related expenses incurred by the
bond counsd.

» Disclosure counsd fees and expenses.
» Feespaid to rating agencies for services.

» Costsof printing and distributing preliminary and find offering satements and the
actua notes.



126 State of Colorado Statewide Single Audit - Fiscal Y ear Ended June 30, 2001

» Trave cods of state employees associated with note issuance and sdection of a
financid advisor.

* Redemption costs, congsting of fees and costs paid to agents to destroy the
redeemed securities.

The above expenses were approximately $122,000 for the Series 2001A and Series
2001B Notes.

No recommendation is made in this area.
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Department of Transportation

| ntroduction

The Colorado Department of Transportation is responsible for programs that impact all
modes of trangportation. The State Transportation Commission governs its operations.

In Fiscal Year 2001 about 78 percent of the Department’ s expenditures were related to
congtruction funded by the Federd Highway Adminigtration (FHWA) and state sdlesand
usetax funds. The Department’ s portion of the State Highway Users Tax Fund (i.e., the
State Highway Fund) and various aviation-rdated taxes fund most of its other
expenditures. The Department adso receives monies from other federd agencies that it
passes through to loca governments and other entities for highway safety and
transportation improvement programs.

The FWHA funds are used for research, planning, and congtruction of highways. The
State Highway Fund and Bond Revenues pay for highway maintenance and operationsand
about 65 percent of any highway congtruction not covered by FHWA funds.

The fallowing comments were prepared by the public accounting firm of Arthur Andersen
LLP, who performed audit work at the Department of Transportation.

Perform Monthly Reconciliation of Note
Proceeds Accounts

During Fiscal Years 2000 and 2001 the Department issued Transportation Revenue
Anticipation Notes. The proceeds from the issuance of the Notes are maintained in three
bank accounts, which in aggregate totaled about $1.03 billion at year-end.

We found that the Department does not reconcile between the bank statements and the
generd ledger on amonthly basis. Failure to reconcile bank accounts monthly increases
the risk that transactions recorded by the bank (e.g., interest and dividends) are not
recorded in the genera ledger, or vice versa, leading to a misstatement of cashbalances.
We noted that the Department did not record about $172,000 of dividends earned as of
year-end.
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Monthly reconciliations would have detected this difference and facilitated the recording
of the dividend income in atimely manner. Anindividua should be assgned and trained.
A dandard template should be developed to smplify completion of the monthly
reconciliation.

Recommendation No. 36:
The Department of Transportation should:

a. Create a gandard template for use in completing reconciliations of the Note
proceeds bank accounts.

b. Assgn one individua to perform the reconciliations for the Note proceeds
accounts.

c. Provide adequate training for the assigned individua so that the proper
reconciliation procedures are fully understood.

Department of Transportation Response:

Agree. Bank reconciliations will be assgned to an individud and these
reconciliations will be accomplished on amonthly basis.

Implement December 31, 2001.

Ensure Leases Are Properly Classified and
Future Payments Are Correctly Reported

The Department | eases equipment for useinitsoperations, such as copiersand other office
equipmert. As of year-end, the Department has entered into leases that will require
aggregate future payments of about $2.7 million. During our audit we found two problems
with the recording and accounting for leases, asfollows:

The Department does not have formal policiesor proceduresin placeto evaluate
the classification of leases. The Depatment currently classfies dl new leases as
operating leases. This trestment may not be correct.



Report of The Colorado State Auditor 129

There are two types of leases, capitd and operating. Capital leasescongst of itemssuch
as equipment that is essentidly consdered as being owned. The equipment is recorded
as an as=t of the Department and the debt isrecorded asaliability. The principa portion
of future paymentsis offset againg the liability, and only theinterest portion isrecorded as
an expense on the statement of operations. In contrast, operating leases do not giverise
to property rights or obligations. As such, al payments related to operating leases are
recorded as |ease expense.

While we did not find any leases that were classified incorrectly, aformal process should
be put in place to evauate the classfication of dl leases. Certain individuas should be
assigned the responghility for reviewing leases.  Accounting standards contain the
authoritative criteriafor capita versus operating leases and should be incorporated into a
checkligt to ad in the classfication. Failure to perform such an evauation may result in
dassfying cepita leases as operating, causing a misstatement of the related assets,
obligations, and expenses.

The Department isnot properly compiling therequired infor mation of futurelease
payments. For operating leases, financid accounting sandards require disclosure of the
future lease payments that will be due within each of the five years following the balance
sheet date, and the aggregate amount thereafter. We noted errors in the Department’s
compilationof thisinformation. The Department cal cul ates future minimum lease payments
from a summary schedule prepared from the Department’s records.  Errors that were
noted included expired and cancelled leases on the summary schedule, and certain leases
on the schedule multiple times. We tested 13 leases rlated to the future minimum lease
disclosure and found an overstatement of future lease payments of about $68,000.

Theseerrorsresulted from alack of formal proceduresthat providefor adequate oversight
by the accounting department in obtaining information from other divisons of changes in
the payment amount and lease terms and a lack of controls in the compilation of the
summary schedule. Errorsin the preparation of the summary lease schedule may result in
over- or understatement in the disclosure of future obligations under operating leases.

Recommendation No. 37:
The Department of Trangportation should:
a. Ensure that leases are properly classified as operating or capital. A checklist

should be developed that lists out the criteria for capita lease accounting. This
checkligt should be completed at the initiation of every new lease. Assgn the
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responsibility of lease evaluation to certain employees and provide training on
capitd lease criteria

. BEvauate the completeness and accuracy of the operating lease summary schedule

used to compile the future minimum lease disclosure.

Review the operating lease summary schedule for accuracy at year-end. This
review should include verification with the responsible party that the reported
leases exist and that the terms are accurate. The review should also include a
confirmationthat each leaseis only included on the schedule once and that all new
lease agreements are included.

Department of Transportation Response:

Agree. Dueto funding congraints, the Department does not typicaly enter into
capital leases. However, since the possbility exigts to inadvertently execute a
capital lease, a checklist will be developed to ensure the timely and accurate
reporting of al leases. Implement June 30, 2002.






